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 Is
sue Too Big to Fail: 

Not Easily Resolved

A s Fed Chairman Ben Bernanke 
indicated in a March 2013 speech, 
too big to fail (TBTF) remains a 

major issue that has not been resolved. 
As he put it, “there’s a lot of work in 
train.” He pointed in particular to efforts 
to institute Basel III capital standards 
and the orderly liquidation authority in 
the Dodd–Frank Wall Street Reform and 
Consumer Protection Act (Dodd-Frank 
Act, or Dodd-Frank). The capital stan-
dards seek to lower the probability of 
insolvency in times of fi nancial stress, 
while the liquidation authority attempts 
to create a credible mechanism to wind 
down large institutions if necessary. The 
Atlanta Fed’s fl agship Financial Markets 
Conference (FMC) recently addressed 
various issues related to both of these 
regulatory efforts.
 Although the exact origin of the 
expression “too big to fail” is debatable, 
the term has become an integral part of 
the ongoing discussion of the U.S. (and 
global) economy post-Great Recession. 
The simple defi nition is that TBTF 
describes an organization—most often 
a large fi nancial institution—that is 
so integral to the economy that many 
informed observers believe that resolving 
the organization through normal bank-
ruptcy channels could have a substantial 
adverse impact on the overall economy. 
To mitigate the risk to the economy, the 
government will intervene, protecting at 
least some creditors from losses and pos-
sibly preventing the failure.

Are the Basel standards too complex?

The Basel capital standards are a series 
of international agreements, or accords, 

on capital requirements reached by the 
Basel Committee on Banking Supervision. 
These requirements are referred to as “risk-
weighted” because they tie the required 
amount of bank capital to an estimate of 
the overall riskiness of each bank’s port-
folio. Put simply, under this system, riskier 
banks need to hold more capital.
 The fi rst iteration of the Basel 
requirements, known as Basel I, required 
only 30 pages of regulation. But over 
time, banks adjusted their portfolios in 
response to the relatively simple risk 
measures in Basel I, and these measures 
became insuffi cient to characterize bank 
risk. The Basel Committee then shifted 
to a more complex system called Basel 
II, which allows the most sophisticated 
banks to estimate their own internal risk 
models subject to supervisory approval 
and to use these models to calculate their 
required capital. After the fi nancial cri-
sis, supervisors concluded that Basel II 
did not require enough capital for certain 
types of transactions and agreed that a 
revised version—called Basel III—should 
be implemented.
 At the FMC, Andrew Haldane from 
the Bank of England gave a fascinating 
recap of the Basel capital standards as a 
part of a broader discussion on the merits 
of complex regulation. His calculations 
show that the Basel accords have become 
vastly more complex, with the number 
of risk weights applied to bank positions 
increasing from only fi ve in the Basel I 
standards to more than 200,000 in the 
current Basel III standards. Haldane ar-
gued that this increase in complexity and 
reliance on banks’ internal risk models 
has unfortunately not resulted in a fair or 

LARRY WALL is director of the 
Atlanta Fed’s Center for Financial 
Innovation and Stability. 

2    EconSouth  Second Quarter  2013



credible system of capital regulation. He 
pointed to supervisory studies revealing 
wide disparities across banks in their 
estimated capital requirements for a 
hypothetical common portfolio. Further, 
Haldane pointed to a survey of investors 
conducted by Barclays Capital in 2012 
showing, not surprisingly, that investors 
do not put a great deal of trust in the 
Basel weightings.
 So is the problem merely that the Basel 
accords have taken the wrong technical 
approach to risk measurement? The conclu-
sion of an FMC panel on risk measurement 
is: not necessarily. The real problem is that 
estimating a bank’s losses in unlikely but 
not implausible circumstances is at least as 
much an art as it is a science.
 Til Schuermann of the consulting 
group Oliver Wyman gave several answers 
to the question “Why is risk management so 
hard?” including the fact that we (fortu-
nately) don’t observe enough bad events 
to be able to make good estimates of how 
big the losses could become. As a result, he 
said, much of what we think we know from 
observations in good times is wrong when 
big problems hit. We estimate the wrong 
model parameters, use the wrong statisti-
cal distributions, and don’t take account 
of deteriorating relationships and negative 
feedback loops.
 David Rowe of David M. Rowe Risk 
Advisory gave an example of why crisis 
times are different than normal times. He 
noted that there is always some volatility 
in asset prices and trading volumes. But, 
he argued, the large fi nancial fi rms can 
absorb some of this volatility in normal 
times, making the fi nancial system ap-
pear relatively stable. During crises, on 
the other hand, the large movements in 
asset prices can swamp even these large 
players. Without their shock absorption, 
all of the volatility passes through to the 
rest of the fi nancial system.

Creating a credible resolution 

mechanism

The problems with risk measurement 
and management, however, go beyond 

the technical and statistical problems. 
The continued existence of TBTF means 
that the people and institutions that are 
best placed to measure risk—banks and 
their investors—have far less incentive 
to get it right than they should. Indeed, 
with TBTF, risk-based capital require-
ments can be little more than costly con-
straints to be avoided to the maximum 
extent possible, such as by “optimizing” 
model estimates and portfolios to reduce 
measured risk under Basel II and III. 
However, if a credible resolution mecha-
nism existed and failure were a realistic 
threat, then following the intent of bank 
regulations would become more consis-
tent with the banks’ self-interest, less 
costly, and sometimes even nonbinding.
 The FDIC has given considerable 
thought as to how it would use its new 
Dodd-Frank authority to create such 
a mechanism. Arthur Murton of the 
Federal Deposit Insurance Corporation 
(FDIC) presented, as a part of a TBTF 
panel, a comprehensive update on the 
FDIC’s planning process for making the 
agency’s new Orderly Liquidation Author-
ity functional. The FDIC’s plans for re-
solving systemically important nonbank 
fi nancial fi rms (including the parent hold-
ing company of large banks) is to write 
off the parent company’s equity holders 
and then use its senior and subordinated 
debt to absorb any remaining losses and 
recapitalize the parent. The solvent oper-
ating subsidiaries of the failed fi rm would 
continue in normal operation.
 Importantly, though, the FDIC may 
exercise its new power only if both the 
Treasury and Federal Reserve agree 
that putting a fi rm that is in default or in 
danger of default into judicial bankruptcy 
would have seriously adverse effects on 
U.S. fi nancial stability. And this raises 
a key question: why isn’t bankruptcy a 
reasonable option for these fi rms?
 Keynote speaker John Taylor and 
TBTF session panelist Kenneth Scott—
both Stanford professors—argued that in 
fact bankruptcy is a reasonable option, 
or could be, with some changes. They 

maintain that creditors could better pre-
dict the outcome of judicial bankruptcy 
than FDIC-administered resolution. 
And predictability of outcomes is key 
for any mechanism that seeks to resolve 
fi nancial fi rms with as little damage as 
possible to the broader fi nancial system.

Resolving TBTF

Unfortunately, some of the discussion 
during the TBTF panel also made it ap-
parent that Chairman Bernanke is right: 
TBTF has not been solved. The TBTF 
panel discussed several major unresolved 
obstacles, including the complications of 
resolving globally active fi nancial fi rms 
with substantial operations outside the 
United States (and hence outside both 
the FDIC and the U.S. bankruptcy court’s 
control) and the problem of dealing with 
many failing systemically important 
fi nancial institutions at the same time, 
as is likely to occur in a crisis period. (A 
further commentary on these two ob-
stacles is available online in an April 2013 
edition of the Atlanta Fed’s Notes from 

the Vault.)
 In summary, the Atlanta Fed’s recent 
FMC highlighted both the importance 
of ending TBTF and the diffi culty of do-
ing so. The Federal Reserve continues 
to work with the FDIC to address the 
remaining problems. But until TBTF is a 
“solved” problem, what to do about these 
fi nancial fi rms should and will remain a 
front-burner issue in policy circles.  ❚

This article has been adapted from an April 

2013 macroblog post that appeared on the 

Atlanta Fed website (macroblog.typepad.com/

macroblog/2013/04/too-big-to-fail-not-easily-

resolved.html).
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