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Beware: Confusing Jargon! 

• “Hold” or “set aside” suggests “capital” is the same 
as idle reserves. This is wrong! 

 

• Confusion introduces false tradeoffs: reserve (and 
liquidity) requirements constrain use of funds, costly. 
 

• Capital requirements concern funding side only.  
 

– A firm does not “hold” securities it issues! 
 

• “Hold capital” = fund with equity.  
 

• Equity provides the most reliable loss absorption. 



Equity Absorbs losses but is NOT idle! 

(Is the 100% Apple Equity Idle?)  
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Historical Facts About Bank Capital 

• In 1840, equity funded over 50% of bank assets in US. 
 

• Over the subsequent century equity ratios declined 
consistently to single digits. 

 

• There is evidence that steps to enhance “safety net” 
contributed to this. In the US 

 

– National Banking Act, 1863 

– Creation of the Fed, 1914  

– Creation of FDIC, 1933. 
 

  

• Similar trends in UK, Germany. More trading business. 
 

• Bank equity did not have limited liability everywhere in 
the US until 1940s!  
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History of Banking Leverage in US and UK  

(Allesandri and Haldane, 2009)  
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 The Denominator in Capital Ratio  

 “Risk-Weighted Assets” 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

International Monetary Fund Global Financial Stability Report, April 2008 



The Financial System is Extremely Fragile  
 

 

• High leverage: a small drop in asset value can lead to distress 
and insolvency.  
 

• Increased reliance on short term funding  
 

– mismatched maturities of assets and liabilities. 

– liquidity problems and runs 

– exacerbated and made more challenging by high leverage 

– insolvent borrowers always say “it’s just a liquidity problem” 
 

 

• Interconnectedness. 
  

– Direct counterparty sensitivities. 

– Information contagion 

– Contagion through asset market (“fire sales” and “deleveraging cycles”) 
 

 



A Direct Attack on Fragility:  
Much More Equity, Much Less Leverage!  

• Distress, insolvency, default is extremely 
costly and disruptive, can lead to bailouts. 

• Imposing losses on debt holders is legally 
complex, especially for global banks. 

• Runs don’t happen out of blue.  
• Pure liquidity problems are easy to solve if 

solvency is not a concern.  

• Reduces moral hazard: better incentives to 
manage risk, more skin in the game for 
shareholders, managers. 



Why Not? A Purported Tradeoff 

  “More equity might increase the 
stability of banks. At the same time, 
however, it would restrict their 
ability to provide loans to the rest of 
the economy. This reduces growth 
and has negative effects for all.”  

 

 Josef Ackermann, CEO of Deutsche Bank 
(November 20, 2009, interview) 



Mantra: “Equity is Expensive”  
• Why exactly and in what sense?  

 

• Are banks prevented from providing 
useful services by high equity 
requirements? 
 

• Do their costs increase? If so, why and 
for whom? 
 

• Given benefits of more equity, this is 
critical to assess before accepting that 
high leverage and fragility are essential.  

 



Basel II and Basel III Capital Requirements 
 

• Tier 1 capital Ratio: Equity to risk-weighted assets:  
– Basel II: 2%,  
– Basel III: 4.5% - 7%.  
– Definitions changed on what can be included.  
 

• Leverage Ratio: Equity to total assets:  
– Basel II: NA 
– Basel III: 3%.  

 

• Tier 2: complete to 8% (Basel II), a bit more (Basel III). 
 

• Basel II never fully implemented in the US. 
 

• Very long implementation period (decade) for Basel III. 
 

• Is Basel III sufficient? Does the approach work?  
 



Fallacy: “Equity is expensive because it has a 
higher required return than debt” 

 
 

• This claim violates key principle of finance: the cost of 
funding is determined by risk.  

 

• The “required return” of debt and equity cannot be 
discussed separately. Both depend on funding mix.  
 

• Debt creates leverage and increases the risk of equity 
(for a fixed investment). Less borrowing means less risk 
to shareholders, which lowers required return on equity.  
 

• Someone must absorb losses on investments. 
   

• Redistributing risk among providers of funds does not by 
itself affect overall funding costs.  

 



ROE Should be Irrelevant to this Debate 
 

  

• Raw return on Equity (ROE), unadjusted for risk, 
does not measure shareholder value.  
 

• Leverage (low equity) increases required ROE 
whether or not value is created relative to the risk.  

 

• Unless leverage and risk are fixed, ROE 
comparisons are meaningless.  
 

• ROE fixation and ROE-based compensation 
encourages leverage and risk. Very flawed. 
 

• High ROE of banks can run counter to “value to 
society” 
 



Return on Equity (ROE) and Leverage 

       A  

• More equity 

– Reduces ROE in good 

times  
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–  Risk is reduced 
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Basic Funding for Non-Banks 
 

• Equity has higher required return than debt 
for every corporation. 

 

• Yet average public corporation uses 70% 
equity; non-financials never choose 90%-
95% debt. (No regulation preventing it!) 

 

• Consider Apple:  
 

– 100% equity funded, $555B market value. 
 

– If Apple borrows $10 billion and buys back 
equity, borrowing costs would be very low. Is 
Apple stupid not to do so?  



Standard Funding Considerations 
 

• Debt has tax advantages. 

• More debt increases “deadweight costs” of default 
and bankruptcy. 

• Leverage creates conflicts of interest and inefficient 
decisions that benefit shareholders (and managers). 

– excessive risk-taking,  

– debt overhang  

• underinvestment,  

• resistance to reduce leverage 

• These “agency costs” can increase borrowing costs 
and reduce value of the leveraged firm.  

– Private market approach: debt covenants.  

– Banks (should) worry about such problems when lending.  



Funding Considerations for Banks   
 

• Tax code favors debt.  
 

• Deposits and some other liabilities are part of a subsidized 
“safety net.”  
– This means borrowing costs do not reflect the riskiness of the 

assets. 
 

• Any bankruptcy or resolution costs are not borne by investors 
at the time of failure. 

 

• Investors do not jointly bear all the risk of the investments; 
taxpayers (or FDIC) bear downside. 

 

• Little tradeoffs for managers! Economize on equity.  
 

• ROE focus encourages leverage and risk, and exacerbates 
inefficiencies of high leverage.   



Regulation Debate must Focus on  
Social Costs & Benefits 

 

• Paradox: Borrowing is subsidized, equity 
penalized despite negative externalities of 
high leverage.  

 

– fragility and systemic risk,  
– Inefficiencies (excessive risk, debt overhang) 

 

 

• Lost subsidies are not a social cost!! 
 

–Subsidies should be designed to help 
social welfare. 
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Government Subsidies to Debt: 

    1. Tax shield (interest paid is a deductible expense but not dividends) 

    2. Subsidized safety net lowers borrowing costs; bailouts in crisis.  

Debt Equity 

Happy Banker,  

Gains are private 

Losses are social. 

Higher Stock Price 

Lower Loan Costs ? 



Why do Bankers Hate Equity? 
 

• Confusions?  
 

• ROE-based compensation. 
 

• Lost subsidies.  
 

• Debt Overhang: resistance by incumbent 
managers and shareholders to bear downside risk 
otherwise borne by creditors, FDIC, or taxpayers. 

 

– Leverage is addictive, a ratchet effect (leverage 
may increase, but not decrease) 

 

• Note: Bankers’ interests not the same as those of 
diversified shareholders.  

 



1. Subsidies (taxes and safety net) 

2. ROE fixation 

3. Debt overhang 
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DEBT EQUITY 

Private Comparison of Equity and (non-deposit) Debt 



1. Subsidies (taxes and safety net) 

2. ROE fixation 

3. Debt overhang 

DEBT EQUITY 

1 

1. Reduces systemic risk 

2. Reduces deadweight cost of  distress, 

default, crisis 

3. Reduces inefficiencies of high leverage  

(excessive risk, debt overhang) 

2 3 

SOCIAL Benefits of Equity and (non-demand-deposit) Debt 



The Big Challenge: Wedge between Private 
Incentives and the Public Good 

 

 

• It is straightforward to neutralize the tax subsidy. 
– Abolish corporate tax 
– No deductibility above certain leverage level 
– Tax incentives to equity   

 
 

• Difficult and undesirable to commit to no bailouts 
– Charging for guarantees is difficult, moral hazard 

remains. 

– Prevention is even more critical. 
 

• Equity is the best preventative approach:  
 

– Self insurance at market price!    



Capital Requirements and Lending  

• Credit crunch is due to excessive leverage and not too 
much equity. 
– “Debt overhang” is the critical effect. 
  

• A bank with  25% equity makes better lending decisions 
than one with 5% equity. 

 

– less likely to over-invest in excessively risky loans. 
– less likely to under-invest because of debt overhang 
 

• Risk weight system discourages lending. 
 

• To control distortions and inefficiencies while leverage 
is reduced, it is critical that cash payouts that deplete 
equity are reduced or eliminated.  
 

– Allowing dividends and share buybacks is misguided. 
– Bank of England: pay bankers with new equity, not cash! 

 



Balance Sheets and Leverage Reduction 
 • Three possible ways to reduce leverage 

– Note: Recapitalization and expansion maintain assets. 

• Is leverage reduction “expensive?” To whom?  
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(20% Capital) 

Balance Sheets with Reduced Leverage (higher equity to assets) 

Equity: 10 

(10% Capital) 
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The BIG Picture 

• All risks are held by final investors. Rearranging claims aligns incentives better. 

• Key question: Are all productive activities taken? Is risk spread efficiently? 



Other Arguments against Regulations 
 

• “Level Playing Field” Concerns are invalid.  
–Banks can endanger an entire economy (Ireland, Iceland); 

national taxpayers bear the costs.  

–Banks compete with other industries for inputs (talent) . 

–Misguided subsidies distort the market process. 

–Argument create “race to the bottom.”  
 

• “Shadow banking” is an enforcement issue that 
must be tackled anyway. 

– The crisis exposed ineffective enforcement.  

– Regulated banks sponsored entities in shadow banking. 

– Should we give up tax collection because of loopholes? 

 



The Real Deal 

 Well-designed capital regulation that 
requires much more equity, might will 
increase the stability of banks. At the 
same time, however, it would restrict 
enhance their ability to provide good 
loans to the rest of the economy and 
remove significant distortions. This may 
reduces the growth of banks. However, 
it and has will have a negative positive 
effects for all (except possibly bankers).  

 



Effective Reform is Essential and Possible! 
 

• The banking system is excessively fragile. 
 

• Fragility is an neither necessary nor useful.  
 

• Regulation is critical; conflicted interests and 
externalities are not resolved by markets.  
 

• Much higher equity requirements attacks fragility 
and corrects distortions and inefficiencies.  
 

• Resistance from bankers is based on private 
considerations, conflicted with public on this.  
 

 

• Basel III is flawed and insufficient. Basel IV before 
or after next crisis? Political will is needed.   
 



Implementation Issues  
 

• Why not 20-30% of total??  
 

• Easiest source of equity: retained earnings:  
 

 

 

• Banks have access to equity markets. 
 

– valuation of equity depends on risk and return 
– low current valuations due to high leverage and losses 

(debt overhang creates dilution). 
 

• Requirements should not be one “number”  
 

– Need a range; buffers concept is sensible. 
 

• Re-examine problematic risk weights system. 
 

 



Debt, Contingent Capital and Equity 

“Straight” 

Debt 

Assets 

After 

Bailout 

Assets 

Before 

Assets 

Before “Straight” 

Debt 

Equity 

Assets 

After 

Assets 

Before 

New Equity 

Contingent 

Capital 

“Straight” 

Debt 
Assets 

After 

Assets 

Before 

Equity 

Equity 

Too Much 

Leverage 

Contingent 

Capital 

Simply Have  

More Equity 

Equity 
Equity 




