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Disclaimer

• The Views Expressed Here Are the 
Presenter's and Not Necessarily 
Those of the Federal Reserve Bank 
of Minneapolis or the Federal 
Reserve System



The TBTF Problem

• Expected Government Support Distorts 
Debtor/Counterparty Behavior
– Reduces Cost to Bank

• Cheaper Funding

• More Funding

• Nature of Contracts

• Banks Become Riskier



Two Options for Addressing TBTF

• “Tougher” Capital Requirements for Systemically 
Important Financial Institutions
– Higher Requirement, More Common Equity
– Leverage, Risk‐Based, etc.

• Pigouvian Premium Correcting Market Distortions

• Will Compare Under Two Scenarios
– Capital Set “Equivalent” to Premium
– Capital Set Based on Historical Approach



Premium and “Equivalent” Capital

Attribute Premium Capital

Calculation Difficult Difficult

Effectiveness Complete by Assumption Complete by Assumption

Efficiency Firm Chooses Optimal Risk 
Profile and Capital Structure 
Based on “Market Price”

Government Targets Capital 
Structure (“Scrubbers”)

Is More Equity Optimal?

Transparency Relatively Straightforward; High
Information Content to Public 
and Policymakers (e.g., Budget)

Relatively Opaque



Premium and “Historically” Set Capital

Attribute Premiums Capital

Calculation Difficult, Perhaps Addressed 
Through Market Signal

Difficult

Initial 
Effectiveness

Firm Responds by Reducing 
Risk to “Optimal Level” (e.g., 
Higher Capital, Less Risky 
Assets)

Firm Risk Taking Set to Optimal Level

Subsequent 
Effectiveness

Same as Initial as Premium 
Adjusts

If Capital Charges Relatively “Fixed,” 
Firm May Take on More Risk

Efficiency See Prior Slide See Prior Slide
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