Stephen G. Cecchetti®

HOW TO COPE WITH THE TOO-BIG-TO-FAIL
PROBLEM?!

1. INTRODUCTION

“Too big to fail” is the single most important policy issue that has emerged from
the crisis. In a market-based financial system, the right to succeed is the right to
fail. The orderly entry and exit of firms, combined with an appropriate relationship
between risk and return, means that risk-takers that stand to profit also stand to lose.

The too-big-to-fail problem and the associated moral hazard costs affect these
core preconditions for competitive markets. That is why addressing the too-big-to-
fail problem is of fundamental importance.

Here I use the term “too big to fail”. It will be used in a broad sense. Clearly,
being too big is a major part of the problem, but it is not all just about size.
Excessive interconnectedness of financial institutions, reliance on a single or few
firms for the provision of key financial infrastructure, and complexity of operations
and cross-border activity are all part of “too big to fail”. In combination, all these
characteristics of a financial institution raise the impact of its failure on the
financial system, and thereby give rise to the too-big-to-fail problem.
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There is a sense in which the session, “How to cope with the too-big-to-fail
problem?”, is mislabeled. We cannot and should not merely cope with institutions
that are too big or too interconnected to fail. Rather, we should force these
institutions to face head on and pay for the systemic risk that they create.

2. WHY ARE ADDITIONAL MEASURES NEEDED
FOR SYSTEMICALLY IMPORTANT BANKS?

The rationale for putting in place some specific policy measures for banks
considered too big to fail is based on externalities which Basel III does not directly
address. Basel III sets the minimum requirements for the ratio of risk-weighted
assets to common equity Tier 1 capital. It therefore meets the microprudential,
institution-specific objective of addressing the traditional tendencies of managers
to take on too much risk. Elements such as limited liability and deposit insurance
give rise to such inappropriate risk-taking incentives. Basel III does not, however,
capture the risk to others, or to the system as a whole, created by an individual
institutional failure — though policies designed to target specific financial market
externalities directly are difficult to implement, as the externalities themselves are
difficult to observe and quantify.

In the light of such uncertainty and measurement problems, the objectives
of regulatory policies developed to address the too-big-to-fail problem have been
designed to:

% reduce the probability of failure of global systemically important banks (G-SIBs);

< reduce the extent or impact of the failure of such G-SIBs;

< level the playing field by reducing the competitive advantages in funding
markets that these institutions have.

The combination of capital surcharges, better resolution regimes, living wills,
more robust financial market infrastructures and central clearing, and more intense
supervision of systemically important financial institutions (SIFIs) together will
contribute to achieving these objectives.

In the remainder of these comments I will describe these three key objectives
and the policy responses developed by the Basel Committee on Banking Supervision
and the Financial Stability Board (FSB).

3. REDUCING THE PROBABILITY OF FAILURE OF G-SIBS
Reducing the likelihood of insolvency of G-SIBs is the cornerstone of the

regulatory response to the too-big-to-fail problem. Raising the quantity and quality
of going-concern capital for these institutions through the application of a capital
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surcharge will lower their probability of failure. This, in turn, will lower the ex
ante expected impact of their bankruptcy.

The Basel Committee has developed a methodology for identifying G-SIBs that
brings together a number of indicators that proxy for the systemic importance of
a bank. These are: size, interconnectedness, substitutability, global activity and
complexity. Based on this methodology, G-SIBs are allocated into buckets according
to their relative systemic importance. The proposal is to allocate banks to four
buckets and apply a surcharge ranging from 1 to 2.5%. In addition, an initially
empty bucket sits at the top, with a surcharge of 3.5% as a disincentive to a G-SIB
becoming even more systemically important.

To see what this means, take the example of a bank that faces a 2% surcharge.
Such a bank would face a 4.5% minimum, plus a 2.5% conservation buffer, plus the
2% surcharge, for a total risk-based capital of 9%. Taking into account Basel III’s
tougher definition of capital, the result is a substantial and necessary increase in
minimum requirements.

Some jurisdictions have announced their intention to have even higher capital
requirements. This is in line with the fact that Basel III sets a minimum and
that some countries’ banking systems are very large relative to the rest of their
economy. That is, in some places, banks are not only too big to fail, they are also
too big to save.

4. REDUCING THE IMPACT OF FAILURE

The simplest way to reduce the impact of a firm’s failure is to reduce its systemic
importance directly (e.g. by placing limits on the firm’s size or business functions).

Restrictions on the activities that banks can undertake have been proposed in
some countries. For example, the Vickers Report in the United Kingdom proposes
ring-fencing traditional retail banking business activities. The Volcker Rule in the
United States proposes restrictions on proprietary trading by banks and limits on
owning and investing in hedge funds.

Such proposals aim to separate fundamental, essential banking services from
more speculative investment activity. The aim is to reduce the impact of the failure
of certain banks and the potential cross-subsidization from safe retail banking
business to riskier wholesale banking functions and investments. In the same way
that an airline company should restrict its operations in oil and currency futures
markets to hedging its profits from flying people around the world, banks should
confine itself to activities that serve its customers’ needs and not use deposits as
a source of funds for its proprietary trading operations.

At the international level, efforts to reduce the impact of a G-SIB’s failure
have focused on improving recovery and resolution regimes and promoting bail-
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in within resolution. These measures target the problem that certain firms are
difficult to resolve or place into resolution. This applies in particular to large,
complex cross-border firms.

While it is probably fair to say that we remain a long way from achieving a
global cross-border resolution regime, a number of jurisdictions are carrying out
reforms of their national resolution regimes to enhance their domestic powers.
This process has been facilitated by the FSB’s release of the Key attributes of
effective resolution regimes, which sets out new international standards for the
resolution of distressed financial institutions. These measures are complementary
to, and not substitutes for, higher loss absorption capacity.

5. LEVELING THE PLAYING FIELD BY REDUCING
TOO-BIG-TO-FAIL FUNDING ADVANTAGES

Finally, I turn to level-playing-field considerations. A number of studies
have attempted to quantify the funding advantages enjoyed by banks that are
perceived as too big to fail (see, for example, Ueda and Weder di Mauro (2011)2).
The conclusion is that these advantages are significant, with a funding subsidy of
as much as 60 basis points during normal times and even more during crises. After
all, if an elderly relative asked you where to deposit their savings, wouldn’t you
tell them to put their deposit in an institution that you thought the government
would be likely to support in a crisis?

The policy responses discussed above- the capital surcharge, restrictions on
business activities, and improvements in recovery and resolution regimes — all help
to reduce this subsidy. Rather than think of these as disadvantaging big banks,
think of it as making things fairer for small banks.

In addition, the Basel III framework now requires all regulatory capital to
fully absorb losses at the point of non-viability before taxpayers are exposed to
loss. This can be achieved either through contractual means or via a statutory
resolution regime. It seeks to address the problem that, during the financial crisis,
Tier 2 capital instruments (mainly subordinated debt), and in some cases Tier
1 instruments, did not absorb losses incurred by certain large internationally
active banks. The work on resolution and bail-in would extend gone-concern loss-
absorbing capacity to other parts of the capital structure.

2 K. Ueda and B. Weder di Mauro, ,Quantifying the value of the subsidy for systemically
important financial institutions”, mimeo, 2011.
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6. CONCLUDING THOUGHTS

Prior to the crisis, numerous academic studies and banking textbooks discussed
the too-big-to-fail problem and moral hazard more generally. However, even for
those who have written about these issues for many years, the true depth and
seriousness of the concerns were only revealed during the recent financial crisis.
It is quite surprising to hear the occasional voices of those claiming that the too-
big-to-fail problem is overstated.

It is imperative that we not only cope with the too-big-to-fail problem, but
that we also manage it effectively. The capital surcharge for global systemically
important banks introduced by the Basel Committee is a significant step in the
right direction. The same is true of the progress on improving recovery and
resolution planning.

Finally, the Macroeconomic Assessment Group, has issued its final report on
the economic impact of requiring additional loss absorbency for global systemically
important banks.? The results show that the transitional costs of higher capital
requirements for global systemically important banks are very small, and that the
long-term economic benefits are very large.

Therefore, the conclusion is: too big to fail is too big to exist.

3 Macroeconomic Assessment Group. Assessment of the macroeconomic impact of higher loss
absorbency for global systemically important banks. October 2011.
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