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Abstract

Many experts recognize that the government will still step in to support some financial institutions rather than allow them to go through
bankruptcy. Dodd–Frank has worsened this too-big-to-fail problem
by expanding the capital requirements that contributed to the 2008
financial crisis. The best way to end this problem is through a credible
federal commitment not to use taxpayer funds to save financially troubled companies. A credible commitment to let firms fail would allow
the private sector to price risk as accurately as possible and would alleviate the need for formal capital standards. A good first step toward
such a commitment would be to eliminate risk-based capital requirements and expose financial firms’ managers to more market discipline.
Simultaneously, Congress should begin to dismantle the regulations
that Dodd–Frank imposed on the financial sector.
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any experts recognize that the government will still step in to
support some financial institutions rather than allow them to
go through bankruptcy. This “too-big-to-fail” doctrine remains at
least as prominent now—and as costly to taxpayers—as it was prior
to the 2008 crisis, partly because the Dodd–Frank bill exacerbated
the problem. For instance, in the post–Dodd–Frank world, any firm
deemed a high risk to U.S. financial stability enjoys implicit government protection.
One of the many ways in which Dodd–Frank worsened the too-bigto-fail problem is its expansion of the capital requirements that contributed to the 2008 financial crisis. For decades, federal regulators
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In the post–Dodd–Frank world,
a firm deemed a high risk to U.S.
financial stability enjoys implicit
government protection.
Implementing the new risk-based
capital requirements will most
likely impede economic growth
without any real reduction in
systemic risk.
The Basel risk-based standards
proved inadequate in the wake
of the 2008 crisis. According to
the FDIC, U.S. commercial banks
exceeded their minimum capital
requirements by 2 to 3 percentage points for six years leading up
to the crisis.
The original Basel standards
were inadequate not because
they required too little capital per
se, but because they required a
subjective assessment of risk. The
new Basel standards suffer from
the same problem.
Specific capital requirements
could be improved in many ways,
but any changes should be balanced against the enormous regulatory burden that Dodd–Frank
imposed on financial firms.
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have required banks to hold a certain amount of capital based on how much money they lend to customers. These rules are supposed to force banks to build a
cushion against unexpected losses, but they ultimately contributed to the financial meltdown because they
were filled with arbitrary measures of risk.
Although quite simple in theory, these capital
requirements have always been incredibly complex,
and Dodd–Frank has only made the situation worse.
The new risk-based requirements are not yet fully
implemented but have already placed an enormous
regulatory burden on financial firms, even small
banks for which these rules were never intended.
There is no reason to believe that these new capital regulations will prevent or even mitigate future
financial crises, much less solve the too-big-to-fail
problem. Implementing these rules will most likely
impede economic growth without any real reduction in systemic risk.

Ending Too Big to Fail

The best way to end too big to fail would be for
the government to announce credibly that it will not
use taxpayer funds to support failing firms. A credible commitment to let troubled firms fail would
alleviate the need for regulatory capital standards
because markets would price risk and develop their
own capital standards accordingly. Such a commitment is not possible in the current environment, so
the best way to lessen the impact of the too-big-tofail problem is to make regulatory changes that can
lead to a believable no-bailout policy.
For example, people would be likely to lower their
expectations of government bailouts if banks’ capital requirements were reformed to make financial
distress less disruptive to the economy.1 Despite
many different proposals to reform capital standards, Dodd–Frank essentially imposed an updated
version of the requirements that were in place before
the 2008 crisis. This development is counterproduc1.

tive because risk-based capital requirements, a centerpiece of the Dodd–Frank rules, were a key contributor to the meltdown.

The best way to end too big to fail
would be for the government to
announce credibly that it will not use
taxpayer funds to support failing firms.
Risk-based standards are not part of the solution
to the too-big-to-fail problem. A better approach,
more in line with basic free-market principles,
would be to simplify, lower, and improve the incentive effects of capital standards. This plan should
be implemented by eliminating risk-based capital
standards and removing other costly regulations,
which ultimately lead bank managers to use more
debt to increase their shareholders’ returns.2 Merely increasing the percentage of required equity that
banks must hold against their assets does not solve
the problems that contributed to the 2008 crisis.
Instead, increasing the percentage of required equity arguably amplifies those difficulties.

The Main Problem with
Higher Capital Standards

In the present context, capital refers to money
that people can use to run a corporation. Business
owners can raise this money by borrowing or by selling shares of equity in their company.3 While borrowed funds must be paid back to avoid bankruptcy,
money raised by selling equity does not need to be
repaid. In the event a firm fails, equity holders can
lose all of their investment while the firm’s assets
are sold to pay back the lenders. Thus, investors who
buy equity in a business take on more risk than those
who lend money to the company.

Bailout expectations could also be lowered by reforming bankruptcy laws to ease the dissolution of large financial firms. See Norbert Michel,
“Bankruptcy Is Better Than a Bailout,” The Heritage Foundation, The Foundry, December 19, 2013,
http://blog.heritage.org/2013/12/19/bankruptcy-better-bailout/.

2.

Banks earn a large portion of their profits by charging a higher interest rate to borrowers than they pay to depositors. This net-interest margin is
typically in the 3 percent to 5 percent range for most banks. Drastically increasing regulations and capital requirements causes banks to “lever up”
their shareholder returns by using more debt and less equity, a problem that has been magnified by increasingly complex capital requirements.
These statistics can be seen even for the smallest of community banks. See John Lajaunie et al., “Louisiana Community Banks: An Analysis of
Recent Performance,” Nicholls State University, Department of Finance and Economics Technical Report No. ECF11-001, June 2011,
https://www.nicholls.edu/news/2010/nicholls-researchers-issue-second-benchmark-report-on-louisiana-banking/ (accessed March 29, 2014).

3.

Selling equity is the equivalent of selling an ownership stake in the company, so the terms “shareholders” and “equity holders” are synonymous.
2
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In general, firms do not employ large amounts
of equity capital because it is too expensive and
because it produces incentives to take high risks.
When a company enjoys abnormally high profits,
only the shareholders benefit because lenders agree
(ahead of time) to receive a fixed rate of interest for
providing funds. For instance, lenders would be due
4 percent interest on their investment in the company whether the firm has minimal, abnormally large,
or zero profit. Managers that employ large amounts
of equity capital (relative to debt) have an incentive
to take on high-risk, high-reward projects to satisfy
shareholders’ required return.
Therefore, from a bank safety standpoint, requiring too much equity capital is a bad idea because
only shareholders can profit from these high-risk
earnings. Excessively high equity requirements also
impose higher costs that, to some extent, will be
passed on to customers through some combination
of higher interest rates and less lending. Thus, while
requiring any given percentage of equity for financial firms is somewhat arbitrary, setting them “too
high” will most likely be self-defeating. This arbitrary nature applies even to the risk-based capital
standards that have been used for decades because
markets have essentially never determined bank
capital standards.

The Basel I Risk-Based Capital Standards

The Federal Reserve and the Federal Deposit
Insurance Corporation (FDIC) jointly adopted riskbased capital requirements for U.S. commercial
banks in 1988. These rules, phased in through 1990,
were based on the Basel I accords, an international
agreement reached through the Basel Committee on
Banking and Supervision.4 In recognition of the high
cost and inherent problems associated with equity

capital, the Basel accords sought to better match capital requirements to the risk level of banks’ assets.
Under these rules, U.S. commercial banks have
been required to maintain several different minimum equity capital ratios. Banks that fail to meet
these requirements can ultimately be dissolved by
the FDIC.5 U.S. banking regulators were implementing Basel II, an updated version of the original rules,
at the onset of the financial crisis. As a result of the
crisis, regulators stopped that process and, instead,
went to work on developing Basel III. These newest
rules have not yet been fully implemented in the U.S.
Basel’s Tiers and Risk Weights. The Basel I
rules use a tiered definition of capital that distinguishes between different “qualities” of capital.
In this framework, Tier 1 (core) capital consists of
common stock, retained earnings, some preferred
stock, and certain intangible assets.6 Tier 2 (supplementary) capital includes reserve allowances
for loan losses, several types of debt, other types
of preferred stock, and several types of debt/equity
hybrid instruments.7 A detailed discussion of these
components is beyond the scope of this paper, but
these definitions of Tier 1 and Tier 2 capital highlight the difficulty of defining exactly what makes
up a bank’s capital.
Under the Basel I rules, regulators determine
whether a bank is adequately capitalized by using
these tiered capital figures to calculate several ratios.
For instance, a bank is considered adequately capitalized if its ratio of total capital (the sum of Tier 1 and
Tier 2 capital) to total risk-weighted assets is at least
8 percent and if its ratio of Tier 1 capital to total riskweighted assets is at least 4 percent. To calculate its
risk-weighted assets, a bank must apply a predefined
(by regulators) weight to each asset on its balance
sheet as well as to “off-balance-sheet” assets.8

4.

The Basel Committee is an international body established in 1974 to consider capital adequacy rules and mitigate bank risk. The Basel I rules
borrowed heavily from the “risk-bucket” approach developed by the Federal Reserve in the 1950s. See Howard D. Crosse, Management Policies
for Commercial Banks (Englewood Cliffs, NJ: Prentice Hall, 1962), pp. 169–172.

5.

Beginning with the Federal Deposit Insurance Corporation Improvement Act of 1991, banks and their regulators were formally required to take
“prompt corrective action” when a bank’s capital fails to meet certain standards. See Julie L. Stackhouse, “Prompt Corrective Action: What
Does It Mean for a Bank’s Liquidity?” Central Banker, Fall 2008, https://www.stlouisfed.org/publications/cb/articles/?id=792
(accessed March 29, 2014).

6.

Preferred stock offers a higher priority over common stock in the event a firm is liquidated, and it also provides a fixed dividend (paid prior to
any common stock dividends), but it generally has fewer voting rights and less potential for appreciation than shares of common stock.

7.

Bank supervisors make several adjustments to these tiered capital figures to calculate a bank’s total regulatory capital. For a full definition and
explanation, see Peter Rose and Sylvia Hudgins, Bank Management & Financial Services, 7th ed. (New York: McGraw-Hill, 2008), p. 484.

8.

Off-balance-sheet assets are those assets that do not appear on a firm’s balance sheet, typically because the company has a modified or
contingent claim on the asset.
3
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TABlE 1

Example: How Risk Weights Determine a Bank’s Capital Requirement
Assets

Amount

Risk Weights

Risk Weighted
Assets

Total Capital
Required

Cash

$1,000

0%

$0

$0

U.S. Treasuries

$3,000

0%

$0

$0

Fannie Mae MBS

$5,000

20%

$1,000

$80

Single-Family Home Mortgages

$4,000

50%

$2,000

$160

Commercial Loans

$10,000

100%

$10,000

$800

Total

$23,000

$13,000

$1,040

Source: Risk weights are taken from Basel I rules. For an explanation of terms, see Peter Rose and
Sylvia Hudgins, Bank Management & Financial Services, 7th ed. (New York: McGraw Hill, 2008), p. 484.

Table 1 provides a simplified example of how
these risk weights are used to calculate a bank’s
total capital ratio. Each asset’s risk weight is provided in the middle column. The risk weight is used
to calculate both the required amount of capital and
the total amount of the bank’s risk-weighted assets.
The bank’s total risk-weighted assets, rather than
total assets, are used to calculate the capital ratio.
The riskier the asset is perceived, the more capital is
required in case that asset loses value. Because cash
and U.S. Treasury securities are deemed risk-free,
no capital is required against these assets. Hence,
they have risk weights of zero.
Basel I assigned risk weights of 20 percent for
government-sponsored enterprise (GSE) mortgagebacked securities (MBS), so they contribute only
$1,000 to this hypothetical bank’s risk-weighted
assets ($5,000 x 0.20 = $1,000).9 This bank would
also be required to hold $80 in capital against its
MBS ($5,000 x 0.20 x 0.08 = $80). At the other end of
the perceived risk spectrum, commercial loans have
a risk weight of 100 percent, so every dollar of these
loans counts as a dollar of risk-weighted assets, and
the bank must hold the full 8 percent in total capital.
As shown on Table 1, the total capital ratio for
this bank is 8 percent (1,040/13,000 = 0.08). However, measured against the bank’s total assets, this
9.
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amount represents less than 8 percent. In other
words, the risk weights reduce the total amount
of required capital versus a non-weighted scheme.
More specifically, the weights allow the bank to hold
capital of less than 5 percent of its total assets.
While somewhat oversimplified, this example
replicates the manner in which banks were required
to estimate their capital ratios under Basel I.
Although brief, the example provides a glimpse into
the complexity and subjectivity of estimating bank
safety and soundness under these rules. For example, MBS proved to be much riskier than even regulators thought.
That mistake is not entirely surprising because
regulators set risk weights based on how risky they
think various assets will be in the future—a process
that is inherently error prone. Mistakes are likely
not only because people lack clairvoyance, but also
because the process essentially prevents the private
sector from finding norms for capital requirements.
In other words, managers have been forced to adhere
to—and influence—arbitrary standards as opposed
to letting their own losses dictate the amount of
capital they should hold.10 Although it is not entirely
clear that any form of legal capital requirements is
economically necessary, the Basel risk-based system certainly did not provide financial safety.

A mortgage-backed security is an investment whose value is tied to a group of mortgages.

10. For a discussion of this process (generally termed regulatory capture), see Judge Richard A. Posner, “The Concept of Regulatory Capture: A
Short, Inglorious History,” in Preventing Regulatory Capture: Special Interest Influence and How to Limit It, ed. Daniel Carpenter and David Moss, The
Tobin Project, 2013, http://www.tobinproject.org/sites/tobinproject.org/files/assets/Posner%20The%20Concept%20of%20Regulatory%20
Capture%20(1-16-13).pdf (accessed April 16, 2014).
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Basel I and the 2008 Financial Crisis

In the wake of the 2008 crisis, the Basel I riskbased standards were clearly inadequate. According
to the FDIC, U.S. commercial banks exceeded their
minimum capital requirements by 2 to 3 percentage points (on average) for six years leading up to
the crisis.11 One factor contributing to the risk-based
standards’ failure was that purchasing MBS enabled
banks to reduce their capital and remain (nominally) adequately capitalized.

In the wake of the 2008 crisis,
the Basel I risk-based standards
were clearly inadequate.
As noted, the Basel I capital standards called for
banks to maintain 8 percent total capital against
their risk-weighted assets. This system gave banks
the incentive to invest in assets with low risk weights
to reduce their cost of capital. Banks employed this
strategy by investing heavily in the MBS issued by
Fannie Mae and Freddie Mac, two GSEs. The MBS
carried only a 20 percent risk weight and had the
advantage of providing a higher return than government bonds.
Banks needed to hold only $1.60 in capital per
$100 of MBS ($100 x 0.08 x 0.20 = $1.60) because of
the lower risk weight. Home mortgages, on the other
hand, carried a 50 percent risk weight, requiring capital of $4 for every $100 ($100 x 0.08 x 0.50 = $4.00).
Thus, selling its mortgages to GSEs and then buying GSE-issued MBS allowed banks to lower their
required capital by 60 percent (from $4 to $1.60)
while earning a return (on MBS) that was higher
than what was available on risk-free securities.
Stating these facts is not meant to suggest that
banks “gamed” the system or did anything nefarious
by purchasing MBS. In fact, there is very little rea11.

son to believe that banks thought the MBS they were
buying would lose so much value—bank managers
tend to prefer staying in business, after all. Regardless, the Basel requirements were—and still are—a
system designed to match lower capital requirements against lower risk assets.
It is this part of the Basel standards that broke
down. The Basel standards were inadequate not
because they required too little capital per se, but
because regulators failed to measure risk properly.
This problem will always exist because the true risk
of any financial asset can never be known until after
the fact. People poorly estimated the risk of MBS
prior to 2008, but the same could have happened
with virtually any other asset.

Dodd–Frank and Basel III

The 2010 Dodd–Frank Wall Street Reform and
Consumer Protection Act required federal banking agencies to develop countless rules and regulations. Although the legislation did not explicitly require adoption of the Basel III rules, the bill
included language—mostly in Sections 165 and 171—
that effectively directed federal banking agencies to
implement the Basel III proposals.12 These new regulations go well beyond minor adjustments to banks’
capital requirements.
With some exceptions for the smallest banks,
U.S. depository institutions will need to adhere to
higher risk-based capital, leverage (overall debt),
and liquidity (short-term debt) standards as well as
to a new countercyclical capital conservation buffer. This capital conservation buffer is supposed to
maintain credit availability by increasing banks’
capital when economic conditions improve and
decreasing it when economic conditions worsen.13
In general, the new Basel III rules are supposed to
be an improvement over earlier versions because
they apply a “macro” regulatory view as opposed to
micro-level scrutiny.

Juliusz Jablecki and Mateusz Machaj, “The Regulated Meltdown of 2008,” Critical Review, Vol. 21, Nos. 2–3 (2009), pp. 306–307.

12.

Although most of the Dodd–Frank requirements—and the Basel III rules themselves—are aimed at large international banks, U.S. federal
banking regulators have announced that they will impose the Basel III standards on U.S. commercial banks of all sizes.

13.

The new regulations are apparently at least partly responsible for a drop in the number of new banks created and for increased concentration
in the industry—a risk not addressed in Basel III. The number of banking institutions in the U.S. is now at its lowest level since the Great
Depression. See Ryan Tracy, “Tally of U.S. Banks Sinks to Record Low: Small Lenders Are Having the Hardest Time with New Rules, Weak
Economy and Low Interest Rates,” The Wall Street Journal, December 3, 2013,
http://online.wsj.com/news/articles/SB10001424052702304579404579232343313671258?mod=WSJ_hps_LEFTTopStories
(accessed March 29, 2014).
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This approach is supposed to be better because
Basel III’s predecessors focused too much on the
safety and soundness of individual institutions.
Purportedly, the new rules are tailored to prevent
financial difficulties at any one institution from carrying over into the broader economy. One problem
with this claim is that it ignores a basic justification
for creating the Federal Reserve. Congress created
the Fed in 1913 to prevent banking crises from causing widespread economic harm, not to save a few
individual banks. Yet the new rules are supposed to
improve financial stability because now the Fed will
finally shift to a macro-oriented view of regulation.
The Fed, Congress, and the U.S. Treasury have
openly discussed their roles in stemming economywide systemic risk and financial stability for decades.
In fact, these concepts were mentioned in Federal
Reserve testimony before the House Subcommittee on Economic Stabilization in 1991, shortly after
the Basel I accords were accepted.14 Aside from
these issues, no empirical evidence shows that any
of the new Basel III regulations will prevent financial crises any better than the old rules did.15 The
fact that some of the most glaring weaknesses of
the original Basel framework remain unchanged in
the Basel III rules offers little hope for success. For
example, Fannie and Freddie MBS still carry only a
20 percent risk weight.16

A Better Approach

Specific capital requirements could be improved
in many ways, but any changes should be balanced
against the enormous regulatory burden that Dodd–
Frank imposed on financial firms. For example, a
much simpler approach to minimum capital ratios

would be to require banks to maintain a 5 percent
common equity to total asset ratio. However, regulators should move cautiously because this sort of “flat”
capital requirement would actually increase the
capital buffer that many banks hold. Simply increasing capital ratios without reducing banks’ regulatory burden will likely harm economic growth and do
nothing to improve managerial incentives toward
taking risks.

The fact that some of the
most glaring weaknesses of
the original Basel framework
remain unchanged in the Basel III
rules offers little hope for success.
Other proposals, such as requiring banks to issue
contingent convertible bonds (CoCos), could supplement simplified capital requirements and mitigate
excessive risk taking. CoCo bonds serve the dual
purpose of bringing market discipline to firm managers and, in the event of financial stress, automatically providing new equity capital through the private sector. Several different types of CoCos have
been proposed, but they all share the same basic
principles: They are issued as long-term debt securities (bonds) that may convert into shares of equity if
the firm runs into financial trouble.17
Ideally, CoCos convert from debt to equity when
a pre-agreed trigger event occurs. For instance, a
capital-ratio trigger would impose conversion if
the firm’s capital ratio falls below its required min-

14. See John P. LaWare, testimony before the Subcommittee on Economic Stabilization, Committee on Banking, Finance, and Urban Affairs,
U.S. House of Representatives, May 9, 1991, https://fraser.stlouisfed.org/docs/historical/federal%20reserve%20history/bog_members_
statements/laware_19910509.pdf (accessed March 29, 2014).
15.

However, there is at least one good example of these regulations failing to prevent a crisis. See Paul H. Kupiec, “Basel III: Some Costs Will
Outweigh the Benefits,” American Enterprise Institute for Public Policy Research Financial Services Outlook, November 2013,
http://www.aei.org/outlook/economics/financial-services/banking/basel-iii-some-costs-will-outweigh-the-benefits/ (accessed March 29, 2014).

16. See U.S. Department of the Treasury, Office of the Comptroller of the Currency, and Board of Governors of the Federal Reserve System, “Final
Rule: Regulatory Capital Rules: Regulatory Capital, Implementation of Basel III, Capital Adequacy, Transition Provisions, Prompt Corrective
Action, Standardized Approach for Risk-weighted Assets, Market Discipline and Disclosure Requirements, Advanced Approaches Risk-Based
Capital Rule, and Market Risk Capital Rule,” http://www.federalreserve.gov/aboutthefed/boardmeetings/20130702__Basel_III_Final_Rule.pdf
(accessed March 29, 2014).
17.

Although the market is still very small, firms are beginning to issue CoCos. See Stefan Avdjiev, Anastasia Kartasheva, and Bilyana Bogdanova,
“CoCos: A Primer,” BIS Quarterly Review, September 2013, pp. 43–56, http://www.bis.org/publ/qtrpdf/r_qt1309f.pdf (accessed March 29, 2014).
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imum.18 Naturally, this type of CoCo would still
require an arbitrarily selected minimum capital ratio because markets have not been allowed
to determine the “correct” amount of CoCos that
banks should hold. Ultimately, policymakers should
fix this glaring weakness in the financial industry
and let banks interact with their customers to determine what their capital requirements should be.

cial losses. Such a commitment is not possible in the
current environment, so Congress can lessen the
impact of the too-big-to-fail problem by making the
structural changes suggested above. In exchange for
relief from the federal regulatory burden, Congress
can allow bank owners to assume the risk of their
operation, as should be the case with any businesses
in any sector of the economy.

What Congress Should Do

Conclusion

The Basel risk-weighted capital standards have
proven inadequate. Congress should direct regulators to replace the Basel III capital standards that
are being implemented with standards that do not
require subjective risk assessments of individual assets. Simultaneously, Congress should begin
to dismantle the regulations that Dodd–Frank
imposed on the financial sector.
Going forward, Congress’s best courses of
action include:
nn

nn

nn

Repealing the Dodd–Frank Wall Street Reform
and Consumer Protection Act.
Short of a full repeal of the Dodd–Frank act,
repealing Title I and Title II of Dodd–Frank or, at
the very least, eliminating the Financial Stability
Oversight Council.
Until these changes are politically possible, allowing banks to opt out of all federal banking regulations and government assistance if they convert
to a partnership entity. This option should be
paired with an explicit statement that these entities will not be eligible for any federal assistance,
including FDIC deposit insurance.

The best way to ensure that firms do not take
undue risk is to state credibly that owners and creditors—not taxpayers—will be responsible for finan-

The desire to end the too-big-to-fail problem
has led to calls for everything from steep increases in capital requirements to arbitrarily breaking
up financial institutions deemed too large. These
types of proposals are not the answer because they
would unduly harm consumers and would not end
government bailouts. The new Dodd–Frank rules
are similarly misguided because they essentially
force financial institutions to comply with recycled versions of old risk-based capital, leverage, and
liquidity standards that have already proven themselves inadequate.
The best way to end the too-big-to-fail problem
is through a credible federal commitment not to use
taxpayer funds to save financially troubled companies. A credible commitment to let firms fail would
allow markets to price risk as accurately as possible
and would alleviate the need for formal capital standards. A good first step toward making such a commitment believable would be to eliminate subjective risk projections from capital requirements and
to expose financial firms’ managers to more market discipline.
—Norbert J. Michel, PhD, is a Research Fellow in
Financial Regulations in the Thomas A. Roe Institute
for Economic Policy Studies, and John L. Ligon is
Senior Policy Analyst and Research Manager in the
Center for Data Analysis, at The Heritage Foundation.

18. See Charles Calomiris and Richard Herring, “How to Design a Contingent Convertible Debt Requirement That Helps Solve Our Too-Big-to-Fail
Problem,” Journal of Applied Corporate Finance, Vol. 25, No. 2 (Spring 2013), and Mark J. Flannery, “Stabilizing Large Financial Institutions with
Contingent Capital Certificates,” University of Florida Working Paper, October 5, 2009.
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