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“If financial institutions raise systemic concerns
because of their size, fix the TBTF problem by making
the firms smaller.” A number of prominent observers
have adopted this general logic and policy recom-
mendation.1 While we’re sympathetic to the intent
of this proposal, we have serious reservations about
its likely effectiveness and associated costs. Our
preferred approach to addressing the too-big-to-fail
problem continues to be better management of
financial spillovers.2

In this essay, we review our concerns about this
“make-them-smaller” reform. We also recommend
several interim steps to address TBTF that share
some similarities with the make-them-smaller
approach but do not have the same failings.
Specifically, we support (1) imposing special deposit
insurance assessments for TBTF banks to allow for
spillover-related costs, (2) retaining the national
deposit cap on bank mergers and (3) modifying the
merger review process for large banks to provide
better focus on reduction of systemic risk. If our
suggested reforms prove less effective than we
believe, policymakers will have to take the make-
them-smaller approach seriously.

The reform
While its proponents have not provided details,
this reform—if taken literally—seems straightfor-
ward. Policymakers would demark some firms as
TBTF through the use of a specific measure, such
as share of a given market(s), asset size or revenue.
Policymakers would then force those firms to (1)
shrink their balance sheets organically (that is, not
replacing loans or securities after repayment), (2)
divest certain operations or assets and/or (3) split
them into smaller constituent parts such that the
resulting firms fall below a specified threshold. (We
distinguish such measures from short-term efforts
to wind down the operations of a targeted, insol-
vent financial institution to position it for resolu-
tion, a reform we support.)

Rationale for reform
On its surface, the proposal has two attractive fea-
tures, both related to simplicity. First, size seems to
offer an easily measured and verifiable means of
identifying financial institutions whose financial or
operational failure would raise systemic concern.
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After all, firms that are frequently identified as pos-
ing TBTF concerns are large in some important,
obvious way.

Second, implementing this reform appears to be
fairly straightforward. The government could simply
order across-the-board shrinkage of balance sheets
for certain firms. Since many larger financial institu-
tions came about through mergers of smaller institu-
tions, and because the popularity among corporate
leaders of creating and then destroying conglomer-
ates tends to wax and wane, a simple “unbundling”
would merely return the financial world to a period
when the TBTF problem did not loom as large.

A third rationale for the reform appears rooted
in desperation. Recent events suggest profound fail-
ure in the supervision and regulation of large and
complex financial institutions. Likewise, a number
of observers have long seen the TBTF problem as
intractable because policymakers will always face
compelling incentives to support creditors at the
time systemically important firms get into trouble.
Society therefore appears to have no way to impose
meaningful restraint on large or complex financial
institutions. An option that makes firms neither
large nor complex may appear to offer the only real
means of imposing either market or supervisory
discipline.

The reform’s weaknesses
Shrinking firms so they don’t pose systemic concern
faces static and dynamic challenges that seem to
seriously limit its effectiveness as a potential reform.

The static challenge involves the initial metric
used to identify firms that need to be made smaller.
Given the severity of the punishment (that is,
breakup), policymakers will have to use a simple
standard they can make public and defend from
legal challenge. They might consider using, for
example, the current limit on bank size that can be
achieved via merger: 10 percent of nationwide
deposits. Importantly, we assume (and again,
because of the high-stakes nature of the reform) that
policymakers would make only a few firms subject
to forced contraction. This “high bar” raises the
stakes in getting the “right” firms cut down to size.

But such a metric will not likely capture some or
perhaps many firms that pose systemic risk. Some
firms that pose systemic risk are very large as meas-
ured by asset size, but others—Northern Rock and
Bear Stearns, for example—are not. Other small
firms that perform critical payment processing pose
significant systemic risk, but would not be identi-
fied with a simple size metric. We believe that a gov-
ernment or public agent with substantial private
information could identify firms likely to impose
systemic risk, but only by looking across many met-
rics and making judgment calls. Policymakers can-
not easily capture such underlying analytics in a
simple metric used to break up the firms.

The dynamic challenge concerns both the ability
of government to keep firms below the size thresh-
old over time and the future decisions of firms that
could increase the systemic risk they pose.

On the first point, we anticipate that policy-
makers would face tremendous pressure to allow
firms to grow large again after their initial
breakup. The pressure might come because of the
limited ability to resolve relatively large financial
institution failures without selling their assets to
other relatively large financial firms and thereby
enlarging the latter. We would also anticipate firms’
stakeholders, who could gain from bailouts due
to TBTF status, putting substantial pressure on
government toward reconstitution. These stake-
holders will likely point to the economic benefits
of larger size, and those arguments have some heft.
Academic research has typically found economies
of scale exhausted before banks reach the size of
the largest banking organizations, although some
recent analysis suggests such economies may exist
at these large sizes as well.3 (Indeed, policymakers
will have to consider the loss of scale benefits when
they determine the net benefits of breaking up
firms in the first place.)

Prominent examples suggest our concern about
reconsolidation is not theoretical. Consider the
breakup of the original AT&T and the subsequent
mergers among telecommunication firms.
Scholars have also highlighted the historical diffi-
culty in limiting the long-run market share of
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powerful financial firms, including those found in
the “zaibatsus” of Japan.4

Even if policymakers could get the initial list of
firms right and were able to keep the post-breakup
firms small, this reform does nothing to prevent
firms from engaging in behavior in the future that
increases potential for spillovers and systemic risk.
Newly shrunken firms could, for example, shift
their portfolios to assets that suffer catastrophic
losses when economic conditions fall off dramati-
cally. As a result, creditors (including other finan-
cial firms) of the “small” firms could suffer signifi-
cant enough losses to raise questions about their
own solvency precisely when policymakers are
worried about the state of the economy. Moreover,
funding markets might question the solvency of
other financial firms as a result of such an implo-
sion. Such spillovers prompted after-the-fact pro-
tection of financial institution creditors in the cur-
rent crisis, and we believe they would do so again,
all else equal. One might call on supervision and
regulation to address such high-risk bets. But the
rationale for the make-them-smaller reform seems
dubious in the first place if such oversight were
thought to work.

These dynamics of firm risk-taking mean that
the make-them-smaller reform offers protection
with a Maginot line flavor. That is, it appears sen-
sible and effective—even impregnable—but in fact
it provides only a false sense of security that may
lull policymakers into inaction on other fronts. In
our experience, policymakers would likely view
this reform as a substitute for other desirable
actions, including some of the key reforms we
think necessary to address spillovers. In the past,
policymakers have thought—mistakenly—that the
strong condition of banks, the FDICIA resolution
regime or initiatives around new capital rules all
provided rationales for not addressing the under-
lying sources of spillovers and the TBTF problem.
If we exclusively embrace a reform that mislead-
ingly promises victory over TBTF by constraining
the size of large financial firms, we may squander
the time and resources needed to address the prob-
lem at its roots.

Interim steps
While we would not move forward with a plan to
make large financial firms smaller, we take serious-
ly its intent to put uninsured creditors at risk of loss
and to address concerns over size, spillovers and
government support. In that vein, we recommend
three interim steps that address concerns that
might lead to support for the make-them-smaller
option. They are (1) modify the FDIC insurance
premium to better allow for spillover-related
charges, (2) maintain the current national deposit
cap on bank mergers and (3) modify the merger
review process for bank holding companies to focus
on systemic risk. We conclude this section with a
brief discussion on when the make-them-smaller
option might make sense.

Expand FDIC insurance premiums
First, we recommend expanding the ability of the
FDIC to charge banks (through the deposit insur-
ance premium it levies) for activities that increase
potential for spillovers.5 The presence of spillovers
makes it more likely that policymakers will resolve
bank failures in a manner outside of the FDIC’s man-
dated “least-cost” resolution, because those spillovers
impose broader costs on society. Premiums offer an
established mechanism by which society can force
banks to internalize potential costs.6

We use the term “expand” in referring to the
FDIC’s ability to charge banks, because the FDIC
has already created an infrastructure to facilitate
spillover-related charges. In particular, the current
premium structure allows under certain conditions
for a “large bank [premium] adjustment.” The FDIC
offers several rationales for the adjustment, includ-
ing the need “to ensure that assessment rates take
into account all available information that is rele-
vant to the FDIC’s risk-based assessment decision.”7

The FDIC lists the types of information it would
consider in setting the adjustment, and several of
them provide reasonable proxies for potential
spillovers. For example, the FDIC would review (1)
potential for “ring fencing” of foreign assets (which
would limit the FDIC’s ability to seize and sell those
assets to pay off insured depositors, for example),
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(2) availability of information on so-called qualified
financial contracts (which include a wide range of
derivatives) and (3) FDIC ability to take over key oper-
ations without paying extraordinary costs.8 We might
propose that the FDIC include other proxies of sys-
temic risk, including measures of organizational
complexity (such as number and type of legal enti-
ties) and a supervisory “score” of each bank’s con-
tingency plan for winding down operations while
minimizing spillovers.

The FDIC apparently believes it can price
spillover risk without having to rely on size per se
(although it limits this assessment adjustment to
large institutions). Not having to rely on size of
financial institutions seems desirable, as it more
directly targets activities causing spillovers. And
imposing a price on these activities would discour-
age them, which is the point.

However, the FDIC has limited its ability to fully
incorporate such spillover-related factors into its pre-
mium. It can, for example, only adjust large bank pre-
miums by 100 basis points or less (recently increased
from 50 basis points).9 We recommend that the
FDIC remove such artificial restrictions so that it can
fully price the potential costs of spillovers.

Keep the cap
Second, we recommend retaining the current
national deposit cap. In general terms, Congress
forbids authorities from approving mergers or
acquisitions if it would result in the acquiring bank
holding more than 10 percent of U.S. bank deposits.
This cap, which applies to M&As across state lines,
was put in place by the Riegle-Neal Banking Act of
1994. Note that a bank can exceed the national cap
if its deposit growth comes from a non-M&A
source (that is, so-called organic growth).

Why keep the cap at the current level? We see
some serious downsides to lowering the cap as a
way of addressing TBTF. A lower cap could cause the
bank to increase its funding from nondeposit
sources, which, all else equal, could increase its sus-
ceptibility to a run. Or a firm could meet the target by
jettisoning its retail banking operations and increase
its securities, payments or wholesale operations. This

outcome, too, would seem to increase systemic risk.
Lowering the cap effectively taxes deposits, there-

by directing energies at the wrong target. While this
argument might suggest abolishing or increasing the
cap, we would keep it at its current level at least for
the foreseeable future because its costs do not seem
large. In particular, the cap has not prevented the
creation of extremely large and diversified financial
institutions through mergers. Thus, we doubt it has
had significant scale or scope costs.

Moreover, we think the cap offers some benefits.
It provides a binding limit on size growth that may
offer a marginal contribution to managing TBTF.
The cap may also have the salutary effect of keeping
policymakers’ attention on the TBTF issue over
time. Because the costs of keeping the cap seem
quite low, we feel comfortable with our recommen-
dation, even though the benefits seem low as well.

Reform the merger review process
Third, we recommend implementing a reform to
the merger reviews that the Federal Reserve con-
ducts for large bank holding companies. In 2005, we
proposed that “for mergers between two of the
nation’s 50 largest banks, the Federal Reserve, the
Federal Deposit Insurance Corporation (FDIC) and
the U.S. Treasury should report publicly on their
respective efforts to address and manage potential
TBTF concerns.”10 Such a requirement, which
needn’t be restricted to the 50 largest banks if poli-
cymakers favor another cutoff, would highlight the
key policy issues raised by the merger itself and pro-
vide a communication focus for spillover-reduction
efforts. We could envision this as an interim
approach if spillover reduction does not prove pos-
sible to achieve. The Federal Reserve may find it
appropriate over time to support changes to the
statutes governing merger reviews to allow for
explicit consideration of potential spillover costs
created or made worse by the merger.11

We have confidence in our preferred approach of
tackling spillovers directly by putting TBTF credi-
tors at credible risk of loss. But others with equally
strong convictions have been proven wrong when it
comes to financial instability, and we could be
wrong as well. In that case, we must go with an
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alternative, and the proposed reform to make firms
smaller may offer the only promising choice.

Moreover, we view addressing spillovers as the
primary motivation for providing after-the-fact
protection to uninsured creditors. To the degree
that other motivations drive provision of such pro-
tection in the United States (for example, to reward
“cronies” of elected officials or other entrenched
interests), our reforms may not adequately address
the TBTF problem, and other reforms might. That
said, we continue to strongly believe that spillovers
are the salient motivation that policymakers must
address to fix TBTF (and our prior writings com-
ment extensively on why we do not think other
motivations have equal weight).

Conclusion
There is no easy solution to TBTF. Our longstand-
ing proposal to put creditors at risk of loss by man-
aging spillovers will prove challenging to imple-
ment effectively. Cutting firms down to size may
seem easy by comparison. It is not. The high stakes
of making firms smaller will make it difficult to
determine which to shrink, and even then, the gov-
ernment will not have an easy time managing risk-
taking by newly shrunken firms. We do take the
aims of the make-them-smaller reform seriously
and in that vein suggest options in this regard that
we think would be more effective, including a
spillover-related tax built on the FDIC’s current
deposit insurance premiums.
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