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I.

Introduction

Two years ago – after the worst financial crisis in over a half century – one-third of the
United States Senate voted cut “Too Big to Fail” Wall Street megabanks down to size. As I said
at the time, “Too big to fail is simply too big.”1
In 2010, my former colleague Ted Kaufman (D-Del.) and I introduced the Safe,
Accountable, Fair and Efficient (SAFE) Banking Act, to restrict the amount of debt that a single
financial company could take on relative to the U.S. economy. The goal was to constrain
excessive financial sector debt and risk-taking and eliminate the taxpayer support enjoyed by the
largest megabanks.
Today, I am proud to re-introduce that legislation, and to provide the following report
outlining the case for restructuring our largest Wall Street megabanks in order to eliminate the
special government support that they continue to enjoy.
II.

The United States Government Supports Too Big To Fail Banks
A. There is a government safety net supporting Too Big to Fail megabanks.

Conservative policymakers argue that, when it comes to the government-sponsored
enterprises – Fannie Mae and Freddie Mac – “[y]ou ought to be either public or private; don’t
mix up private profit-making opportunities with an institution that is going to be protected by the
government but not controlled by it.”2 The same logic applies to the “too big to fail” (TBTF)
megabanks that former Federal Reserve Governor Kevin Warsh calls “quasi-public banking
utilities.”3
The largest Wall Street megabanks enjoy protection from a “safety net” – a variety of
explicit and implicit guarantees that their profits will be enjoyed by private parties and the costs
will be paid by society.4 Arnold Kling of the CATO Institute argues that “large banks will
inevitably have too much power for the apparatus to govern them” and that the power of
megabanks subjects the nation to a “regime of private profits and socialized risk.”5 Wall Street
megabanks, their shareholders, and their bondholders expect the U.S. government to step in
during a crisis and provide capital to keep them in business.
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Ed Kane of Boston College describes the arrangement between megabanks and the
government “as a valuable option – a ‘taxpayer put’” that “serves as a substitute for ordinary onbalance-sheet capital supplied by the firm’s shareholders.”6 The existence of this “taxpayer put”
makes taxpayers the de facto and silent shareholders in our nation’s major financial firms.7
Unlike traditional shareholders, taxpayers only share in the losses not the gains experienced by
these megabanks. It also creates what economist Simon Johnson has called “a nontransparent
contingent liability for the federal budget in the United States.”8
According to some experts, the vast majority of liabilities in the U.S. financial system are
covered by a safety net that includes underpriced deposit insurance and implicit government
guarantees.9 The sweep of this safety net was expanded during the financial crisis of 2008, when
Goldman Sachs and Morgan Stanley converted to bank holding companies, in large part to
participate in Federal Reserve programs, including the Federal Reserve’s discount window.10
This development was, “widely interpreted as a clear signal that the federal government would
not let either of them fail.”11
Unfortunately, some continue to believe that the government will continue to support
Wall Street megabanks. Credit rating agencies have stated that they will consider the likelihood
of government support when determining an institution’s credit rating.12 Federal Reserve Bank
of Kansas City President and CEO Esther George says that, “[t]hese ratings advantages continue
to exist after the crisis—albeit at a notch or two less now, and investors have reason to believe
that similar advantages may yet exist.”13
B. Governments use this unspoken safety net to bail out TBTF banks during financial crises.
The benefits of the safety net were on display during the financial crisis, with the largest
megabanks receiving a disproportionate amount of assistance.
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In the last 130 years, U.S. bank assets have grown from 20 percent of GDP to 100 percent
of GDP.14 From 1995 to 2009, the assets of the six largest U.S. banks alone grew from 18
percent to 68 percent of the country’s GDP.15 Unsurprisingly, the IMF reports that the size of an
institution relative to its home country GDP or relative to the financial system seems to play a
key role in authorities’ decisions about whether the bank receives a bailout in the event of
distress.16
It should therefore come as no surprise that 190 financial firms borrowed $1.2 trillion
from the Federal Reserve from 2007 to 2009,17 with the six biggest U.S. banks borrowing as
much as $460 billion and accounting for 63 percent of the average daily debt to the Fed.18 The
same six firms also received $160 billion in TARP funds.19 According to the Congressional
Oversight Panel for TARP (COP), the six largest banks received a total of $1.27 trillion in government
support.20

According to the Federal Reserve Bank of Dallas, “dealing with TBTF financial
institutions necessitates quasi-nationalization of a private company, a process antithetical to a
capitalist system.”21 Thomas Hoenig, a member of the Federal Deposit Insurance Corporation,
agrees that this arrangement is “[f]undamentally inconsistent with capitalism.”22
III.

Government Support Provides TBTF Banks with Important Subsidies

Speaking about the phenomenon of “too big to fail” megabanks, Simon Johnson said:
“[t]his is not a market; it is a large-scale, nontransparent, and unfair government subsidy
scheme.”23
The implicit – and in some cases explicit – taxpayer-funded safety net provides subsidies
to the financial industry that are not enjoyed by other industries. One study comparing baskets
of bank equities options with non-financial companies calculated that the government’s
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downside protection for the financial sector lowers the industry’s equity risk premium by 50
percent and accounts for half of the value of the financial sector.24
A. Government support allows TBTF Megabanks to borrow more cheaply than community
banks.
According to the Dallas Fed, “TBTF banks’ sheer size and their presumed guarantee of
government help in time of crisis have provided a significant edge—perhaps a percentage point
or more—in the cost of raising funds.”25
Government support provides a boost to their credit ratings—ranging from 1-3 notches in
the case of five of the six largest banks.26 These largest banks are able to borrow more cheaply
than they otherwise would, based upon their risk profiles.27 The IMF estimates that banks larger
than $100 billion have about a 50 basis points (bps) funding advantage over banks in the $10-100
billion range.28 Studies have demonstrated that banks are willing to pay a premium to cross the
$100 billion threshold that some view as the “too big to fail” line.29
The Wall Street Journal editorial board noted that, in 2010, “[t]he funding advantage
enjoyed by banks with more than $100 billion in assets over those in the $10-$100 billion range
rose from 71 basis points in the first quarter to 78 basis points in the third quarter ... The
advantage increased to 81 in the fourth quarter.”30
Several studies have sought to calculate the precise borrowing advantages enjoyed by the
largest banks:


Andy Haldane, of the Bank of England, estimates that the average annual subsidy for
the top five banks in the world between 2007 and 2009 was about $60 billion per
year.31
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The IMF has estimated that government support provides “too big to fail” institutions
with a funding benefit between 10 and 50 bps, with an average of about 20 bps.32



Kane and his colleagues estimate that “too big to fail” banks receive a safety net
subsidy between 10 and 22 bps per dollar of assets, and also show more leverage.33



Deniz Anginer and Joseph Warburton find that large banks had an annual funding
cost advantage of approximately 16 bps before the financial crisis, increasing to 88
bps during the crisis, and peaking at more than 100 bps in 2008.34 They estimate the
total value of the implicit government subsidy at about $4 billion per year before the
financial crisis, $60 billion during the crisis, and a high of $84 billion in 2008.35



Dean Baker and Travis MacArthur estimate that, at the time of the financial crisis,
banks with assets in excess of $100 billion had an average borrowing advantage of 78
bps, implying a subsidy of $34.1 billion a year.36



Some estimate that implicit governmental guarantees provide a subsidy of 3.10
percent per year to the cost of equity capital for the largest banks, and impose a 3.25
percent tax on the smallest banks, amounting to an annual subsidy of $4.71 billion per
bank.37 And that doubling the size of market capitalization provides a bank with a
subsidy of 68 bps.38

This government-supplied advantage hurts community banks. In April 2011, Paul Reed
of Farmers Bank in Pomeroy, OH, told the Subcommittee on Financial Institutions and
Consumer Protection: “For years I faced funding costs higher than the largest financial
institutions because the marketplace knew they were guaranteed against failure.”39
According to Mr. Reed, “While we all supported ending too big to fail, the market
suggests we have not done so.”40
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B. Government support makes other financial transactions cheaper for TBTF megabanks.
The credit rating bump resulting from government support does not just allow TBTF
megabanks to borrow at lower rates. This boost also results in more favorable terms for their
financial contracts, including posting less margin behind their deals.
Support – such as FDIC deposit insurance – also provides certain bank subsidiaries with
higher ratings that can encourage institutions to shift their risk to these subsidiaries. For
example, Bank of America moved $15 trillion in derivatives contracts from its broker-dealer,
Merrill Lynch, to its insured depository institution affiliate in response to a credit downgrade.
The result is that taxpayers would subsidize, and ultimately backstop, potentially risky
investments. This move reportedly saved the bank $3.3 billion in additional collateral
payments.41
When the Federal Reserve granted a 23A exemption to Goldman Sachs Bank in 2009,
Goldman moved its multi-purpose derivatives dealer into its insured bank affiliate. Likewise,
Morgan Stanley converted to a bank holding company, and received a 23A exemption for its
derivatives business. And JPMorgan Chase Bank, N.A., currently holds 99 percent of the
notional derivatives of JPMorgan Chase & Co.42
Morgan Stanley is reportedly considering similar measures in response to a threatened
downgrade by Moody’s.43 Such a downgrade could require Morgan Stanley to post as much as
$6.5 billion over the course of a year.44
These actions continue a trend of decisions by the Federal Reserve to exempt insured
banks from Section 23A of the Federal Reserve Act, and extend the safety net of bank holding
companies to repurchase agreements, or “repos,” and derivative dealing activities.45
C. Government support enables TBTF megabanks to be riskier than community banks.
Traditionally, corporations make financial decisions under threat of bankruptcy – if they
miss mandatory interest payments on their bonds, their creditors can force them into
restructuring or insolvency.46
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The safety net encourages institutions to engage in riskier activities – increasing leverage
and investments in riskier assets – because someone else (in this case, the taxpayer) will bear the
loss.47 It also encourages executives to extract bonuses and dividends that would otherwise be
used to ensure that their banks have enough equity to pay their obligations when they hit a rough
patch.48
Thomas Hoenig, a member of the Board of the Federal Deposit Insurance Corporation
and former President of the Kansas City Federal Reserve, has noted that the government safety
net allows large banks to be undercapitalized relative to their community bank competition. In
2009, the 20 largest financial institutions on average fund themselves with a mix of 3.5 percent
equity capital, as compared to an equity capital ratio of 6 percent held by the second tier of
institutions.49
This undercapitalization gives megabanks a financial advantage over their community
bank competitors. Were the largest banks to meet the 6 percent benchmark, they would be
forced to raise $300 billion in capital, shrink their balance sheets by $5 trillion, or some
combination thereof.50
And megabanks are even riskier after the financial crisis and ensuing bailout. A recent
discussion paper by Federal Reserve staff concludes the degree of risk in commercial loans made
by TARP recipients appears to have increased for large banks but decreased for small banks.51
D. Bailouts provide gifts to TBTF megabanks and impose costs on community banks.
Commentators have noted that a loan to an underwater bank is akin to a “long-shot equity
investment whose substantial downside easily justifies a 15% to 20% return.”52 Such loan rates
are comparable with risky sovereign bond yields. But the Fed’s emergency lending is never that
stringent. For example, the Federal Reserve’s Term Auction Facility maxed out at an interest
rate of 4.67 percent.53 The result is that these foundering banks can borrow money far more
cheaply than the market would bear.
Comparing net interest margins for these loans and the loans made by banks, Bloomberg
estimates that the terms of the Fed’s loans yielded borrowing firms a profit of $13 billion.54
Bloomberg estimates that the six largest banks made $4.8 billion in profit from these loans–equal
to 23 percent of their combined net income during those two years.55
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TARP also provided megabanks with significant benefits. The COP concluded that
“Treasury paid substantially more for the assets it purchased under the TARP than their thencurrent market value.”56 This provided the six biggest megabanks with a subsidy of $25
billion.57
In addition to taxpayers, smaller banks are often asked to pay for the failure of large
banks through assessments contributing to the FDIC’s Depository Insurance Fund. In 2000, the
FDIC noted that the costs of “systemic risk” bailouts fall “in part on the vast majority of smaller
banks for whom it is virtually inconceivable that they would receive similar treatment if
distressed.”58
IV.

TBTF Banks are Even Bigger Now

Overwhelming size and outsized market power can both increase financial instability and
result in inflated prices for clients and consumers.59 Notwithstanding the difficulties posed by
the financial crisis, the size of our largest banks has only grown – sometimes at the behest of the
federal government.
The Dallas Fed says that “huge institutions still dominate the industry—just as they did in
2008.”60 The principle method by which the Treasury Department and the New York Federal
Reserve attempted to avoid financial crisis in 2008 was to arrange mergers between failing
institutions and their megabank competitors.61 As a result of mergers, three of the four largest
megabanks grew by an average of more than $500 billion.62
Bloomberg estimates that the banking sector grew seven times faster than gross domestic
product from the beginning of the financial crisis to the end of 2010.63 In 2006, before the
financial crisis, the top 10 banks held 68 percent of total bank assets.64 By the end of 2010, they
held 77 percent of total banking assets.65 Furthermore, the six largest banks now have liabilities
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totaling roughly 57.1 percent of our nation’s total economic output.66 These six banks combined
are now twice as large as the rest of the top 50 U.S. banks combined.67
In 1999, conservative columnist William Safire said, “[s]heer size rules. We look to
government either to regulate monopoly or enforce competition. But as we have deregulated to
let the free market operate, government has failed to enforce antitrust laws to maintain
competition in media and now in money.”68 Unfortunately for U.S. consumers and taxpayers,
the situation has only gotten worse, as the six largest Wall Street megabanks continue to enjoy
outsized profits and the banking industry continues to be excessively concentrated.
According to Robert Wilmers, the CEO of M&T Bank:


As of September 30, 2010, the six biggest banks accounted for 35 percent of all U.S.
deposits and 53 percent of all banking assets;69



In 2010, the trading revenues of these six institutions represented 93.1 percent of
such revenues at all American banks;70 and



Today, the six largest banks service roughly 56 percent of all mortgages, and nearly
two-thirds of the mortgages in foreclosure.71

This level of concentration should be opposed by supporters of truly free markets. As Dr. Tom
Coburn has said, “[c]apitalism works as long as you don’t have monopolies, and when 65
percent of the deposits in this country are in nine banks, we’re still in trouble.”72
V.

It is Time to Shrink the TBTF Megabanks.

The first step to preventing another crisis and recapturing unfair subsidies is to require
megabanks to start by funding themselves the same way that community banks do: by issuing
more equity and taking on less debt. This way more of their own money is on the line when they
get themselves into trouble.
But these megabanks must also be contained. As noted above, outsized market power
reduces competition and inflates prices for clients and consumers. Making Wall Street banks
smaller and simpler will benefit taxpayers by recapturing unnecessary government subsidies and
preventing future bailouts. It will improve pricing and service.
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It will also make megabanks more transparent. Federal Reserve Bank of Kansas City
President Esther George says that, “[t]he expansion in activities conducted by banking
organizations over the past few decades has greatly increased the level of complexity in such
organizations, making effective management and supervision of these entities much more
difficult.”73 The Federal Reserve Bank of Kansas City estimates that it would require 70,000
examiners to study a trillion-dollar bank with the same level of scrutiny as a community bank.74
And former executives have admitted that it is impossible to fully understand all of the positions
that trillion-dollar megabanks are taking.75
Making banks more transparent and less risky will increase shareholder value. Presently,
many megabanks are trading well below their book values. As former Federal Reserve
Chairman Alan Greenspan once argued, “[i]n 1911 we broke up Standard Oil – so what
happened? The individual parts became more valuable than the whole.”76 Former FDIC
Chairman Sheila Bair estimates that shareholders of the three largest banks would see anywhere
from $52 billion to $270 billion in appreciation if those institutions were to be divided into
smaller – though still large – institutions.77 In May 2010, analysts at Goldman Sachs estimated
that the “break-up” values of the two largest U.S. banks would have been higher than their stock
prices at the time.78
If this approach appears to be radical, consider the suggestions of the following experts:


Paul Volcker, Former Chairman of the Board of Governors of the Federal Reserve:
“[T]he risk of failure of ‘large, interconnected firms’ must be reduced, whether by
reducing their size, curtailing their interconnections, or limiting their activities.”79



Sheila Bair, Former Chairman of the Federal Deposit Insurance Corporation: “It
would surely be in the government’s interest to downsize megabanks… The publicpolicy benefits of smaller, simpler banks are clear.”80



Richard Fisher, President and CEO of the Federal Reserve Bank of Dallas: “But giant
banks, operating on the belief that they are backed by government, turn these
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otherwise manageable episodes into catastrophes. Is there a better alternative? Yes,
reducing the size and complexity of the largest banks.”81


Thomas Hoenig, member of the Board of the FDIC and former President of the
Kansas City Federal Reserve: “An often heard statement by many policymakers and
financial market experts over the past couple of years has been that if a financial firm
is too big to fail, then it is too big. I couldn’t agree more.”82

Community banks understand that the present system puts them at a disadvantage. Cam
Fine, President and CEO of the Independent Community Bankers of America said recently:
“[d]ownsizing too-big-to-fail institutions and the risks they pose to the financial system could not
be worse than taxpayers spending trillions of dollars propping up these firms and federal
officials, not the free market, picking winners and losers.”83
This proposal will ensure that success is based upon genuine competition, not taxpayer
subsidies. Arnold Kling says that there is a “free-market case for breaking up large financial
institutions: that our big banks are the product, not of economics, but of politics.”84 Former
Federal Reserve Governor Warsh says that “[w]e cannot have a durable, competitive dynamic
banking system that facilitates economic growth if policy protects the franchises of oligopolies
atop the financial sector.”85 Warren Stephens of financial firm Stephens, Inc., similarly wrote in
the Wall Street Journal: “[w]e should promote competition and innovation in the financial
industry, not protect an oligopoly.”86
The statements of these financial experts demonstrate that the need for the
SAFE Banking Act, and similar proposals, remains strong.
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