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We appreciate the opportunity to comment on the request for public comment by the Board of Governors 

of the Federal Reserve System (Board) and Federal Deposit Insurance Corporation (FDIC) (together, the 
agencies) on their advance notice of proposed rulemaking (ANPR) regarding whether an extra layer of 

debt within the organization could improve optionality in resolving a large banking organization or its 
insured depository institution and on the costs and benefits of a simple alternative. The Mercatus Center 

at George Mason University is dedicated to bridging the gap between academic ideas and real-world 
problems and to advancing knowledge about the economic effects of regulation, and our comment does 

not represent the views of any affected party. Rather, it is designed to help the agencies as they consider 
various means to address financial stability by limiting default risk and protecting insured depositors from 

suffering loss while keeping options open for the FDIC to resolve a firm while minimizing the long-term 
risk to financial stability.
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The proposed ANPR explores adding total loss absorbing capacity (TLAC) and long-term debt as 
part of a broad, prescribed resolution strategy for Category 11 and ill banking organizations, like those 

strategies currently in effect for global systeniically important banks (GSlBs).* The ANPR’s well-meaning 
intention is to facilitate the resolution of large banking firms to assure that the failure of a large banking 

firm can be resolved with less loss to insured depositors and the FDIC and to mitigate systemic financial 
disruption. However, its unintended consequence may be less financial stability, given that increases in 

debt increase the holding company’s leverage. Requiring banking firms to increase their reliance on debt 
relative to equity may undermine the very financial stability sought by the policy.

Our response to the ANPR focuses on the fundamental issue of whether the agencies could be 
encouraging the use of increased leverage as a tool used only for resolution purposes, given that this tool 

undermines financial stability. Part 1 of our response outlines the adverse effects of using long-term debt 
on the financial strength of a banking organization, it outlines the problem arising from favoring debt 

over equity, and it proposes that the ANPR consider alternatives that favor equity. Part 11 addresses only 
the first two questions within the ANPR, providing significantly more detail to the advantages of equity 

over debt for financial stability purposes and compares the cost-benefit tradeoff of an alternative policy 
that relies on more equity rather than debt. Our response does not address the remaining questions, 

which focus more on the mechanics of requiring more debt.

PART I: TLAC AND BANK RESILIENCY

BANK RESOLVABILITY, TLAC, AND BANK RESILIENCY
Long-term debt under the TLAC rule is not designed to enhance the overall financial strength of a 

banking firm. Under title 11 of the Dodd-Frank Act, it is to enable single point of entry (SPOE) as the 

means to resolve the failure of a large bank holding company headquartered in the United States. Under 

the SPOE solution the top tier of a failed bank holding company would be put into an FDIC receivership, 

reorganized, and reconstituted as a new company with its subsidiaries remaining in place and operating 

normally. To facilitate this process, the holding company would be required to have sufficient long-term 

debt in addition to TLAC consisting of common equity Tier 1 capital, measured relative to risk-weighted 

assets, to absorb losses remaining after its equity is extinguished and to recapitalize the subsidiaries 

sufficiently to enable their operations to continue under a new holding company. The presumption is that 

this solution could be accomplished without financial panic or significant government funding. The 

subsidiary could include insured banks, broker-dealers, and asset managers. The agencies’ ANPR requires 
further that the holding company be “clean” and engage in no other activities at the parent company to 

remove “obstacles to an orderly [SPOE] resolution.”’
While elegant in theory, in practice the TLAC rule faces challenges and may create its own brand of 

instability. Some Category 11 and ill banking firms may already carry long-term debt for operating 

purposes, which they could convert to satisfy current TLAC rule definitions of long-term debt. However, 

most firms would need to issue long-term debt beyond their immediate needs to meet the mandate, 

which would increase earnings and cash flow demands for added debt service. Although the agencies

1. Category ii banking organizations are those that have $700 billion or more in average total consolidated assets or $75 billion 
or more in cross-jurisdictional activity. Category III banking organizations have between $250 billion and $700 billion in average 
total consolidated assets or $75 billion or more in off-balance sheet exposures, nonbank assets, or short-term wholesale funding.
2. Resolution-Related Resource Requirements for Large Banking Organizations, 87 Fed. Reg. 64170,64174 (October 24,2022).
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might prefer that firms swap out debt instruments, reduce deposits, or issue additional capital to maintain 
balance sheet strength, firms (as we describe later) would be more inclined to accept higher leverage as 

demands for industry earnings accelerate.
For agencies to require a Category 11 or ill firm to add debt onto its balance sheet is inconsistent 

with promoting financial stability. Table 1 in the Federal Reserve Bank of Kansas City’s “Bank Capital 
Analysis Semiannual Update” shows, for example, that the largest regional banks are systematically 

better capitalized than the GSlBs they would be required to mimic.’ The supplementary leverage ratio for 
US GSlBs was 5.76 percent as of year-end 2021, whereas for the non-GSlB organizations over $100 billion 

the ratio was 7.48 percent. Requiring the regional banks to mimic the GSlBs and fund themselves with 
TLAC rule long-term debt could create an incentive for them to rely less on equity funding, with the result 

being an increase in their vulnerability to financial shocks.
Looking ahead, when an economic recession occurs and bank earnings are insufficient to make 

debt payments, regulators will face the prospect of having to allow the transfer of scarce earnings from 
the bank to the parent firm to avoid default. Unlike with dividends, there can be no unilateral suspension 

of debt interest payments. This outcome would be in stark contrast to the notion of the holding company 
being a source of strength to the insured bank. The irony of such a result should not be lost on 

policymakers. Rather than encouraging regional banks to add leverage, the financial system could be 
served better by requiring the GSlBs to increase equity and moderate their leverage.

We emphasize that the application of a TLAC rule to Category 11 and ill banks would offer no 
assurance that the amount of debt the agencies require of these banking firms would prove sufficient to 

avoid failure, avoid financial panic, or indicate a more resilient industry. There is no certainty regarding 
how much long-term debt is enough to both absorb losses after equity is extinguished and adequately 

recapitalize the operating subsidiaries. Once losses absorb the subordinated debt, the FDIC or Treasury 
would find it necessary to provide for any capital shortfall in the subsidiaries. Finally, touting the ability of 

long-term debt under TLAC rule to reduce losses that would otherwise fall to the FDIC fund is misleading, 
given that a comparable amount of equity capital would also absorb these losses.

Finally, to appreciate the potential adverse effects of a TLAC rule, it is useful to look at the history 
of trust-preferred securities (TruPS).* Before the Global Financial Crisis, regulators permitted firms to 

issue these instruments at the holding company and to include them as part of the firms’ capital. Although 
TruPS are essentially long-term debt instruments, it was argued that they would be available to help 

absorb losses in a crisis, relieving the firms from having to hold equity. As the crisis unfolded, the 
weaknesses of TruPS revealed themselves as banking firms moved cash from the operating banks to the 

holding company to avoid default. TruPS placed significant pressures on insured banks to continue 
making large debt-service payments, which most certainly exacerbated losses to the banking system. As it 

turns out. Congress wisely eliminated the use of these instruments as part of industry capital when it 
passed Dodd-Frank.

3. Sabrina Pellerin, Bank Capital Analysis Semiannual Update: A Horizontal Comparison of Capital Adequacy (Kansas City, MO: 
Federal Reserve Bank of Kansas City, 2021).
4. Larry Cordell, Michael Hopkins, and Yilin Huang, “The Trust Preferred CDO Market: From Start to (Expected) Finish” (Working 
Paper No. 11-22, Federal Reserve Bank of Philadelphia, Philadelphia, PA, June 2011).
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TLAC RULE LONG-TERM DEBT AND EXPANDING SUBSIDIES
Although the ANPR does not discuss it, the FDTC currently subsidizes the use of subordinated debt when 
downstreamed to the insured bank. The FDIC’s assessment rate includes downward adjustments to the 

initial base assessment rates for unsecured debt.’ By contrast—and ironically—there is no comparable 
downward adjustment for banks funding with more equity than the minimum supervisory requirements.

Thus, mandating the use of TLAC rule long-term debt and subsidizing its use to Category II and III 
banking firms would subsidize leverage for an already highly leveraged industry. It places additional 

earnings demands on the banking system and, during periods of financial stress, makes default more 
likely rather than less, which is counterproductive. The agencies should understand that their role is to 

implement policies that ensure an institution is financially sound on a going-concern basis and that the 
industry is resilient and able to withstand unexpected shocks.

ALTERNATIVES TO A TLAC RULE
As an alternative to the agencies’ requiring banking firms to take on TLAC rule long-term debt, the 

agencies could instead strengthen industry equity capital rules. Such a shift in emphasis would raise equity 
capital levels and better assure the public that banks are safe and sound and that the industry is financially 

resilient. The agencies repeatedly give too little weight to the importance of tangible equity held on the 
balance sheet. It is well understood among investors that although leverage may boost short-term returns, 

it is equity that provides reliable long-term performance and industry resiliency. Also, such an alternative 
would not prevent a banking firm from issuing long-term debt to fund business operations, but such 

funding would not be a supervisory tool or a sanctioned substitute for bank reserves and equity capital.
Under this alternative, because equity funding provides greater balance sheet strength and firm 

resilience, the FDIC could change its insurance pricing. It could end its subsidy for debt and apply it to 
capital levels that exceed minimum standards. Should a bank fail, this excess capital would absorb the 

losses that the FDIC would have otherwise incurred. It is often suggested that requiring higher bank 
capital raises the banking industry’s cost of funding and reduces lending. However, this phenomenon may 

mask the fact that, ceteris paribus, higher risk-based capital requirements tend to favor holding more 
low-risk-weight assets, such as Treasuries and reserves, while discouraging holding more high-risk- 

weight assets, such as mortgages and commercial and industrial loans.® Furthermore, banks that maintain 
more capital relative to total assets have greater capacity to lend during both expansion periods and times 

of economic stress.' In our responses to questions 1 and 2, we show that the cost-benefit tradeoff between 
greater capital and reductions in economic growth shows greater capital to be a viable option, even 

though we assume for the sake of argument that higher equity capital results in higher borrowing costs.

5. “Risk-Based Assessments.” Federal Deposit insurance Corporation, last updated November 15.2022. https://www.fdic.gov 
/deposit/insurance/assessments/risk.html.
6. For instance. Stephen Matteo Miller and Blake Hoarty show that increasing risk-based capital requirements creates incentives 
for banks to hold more low risk-weight assets, such as Treasuries and reserves, instead of high risk-weight assets, such as loans, 
whereas increasing the leverage ratio affects primarily bank funding decisions rather than bank asset allocations. Stephen 
Matteo Miller and Blake Hoarty. “On Regulation and Excess Reserves: The Case of Basel Hi.” Journal of Financial Research 44. no. 
2 (2021): 215-47. Therefore, apparent reductions in lending may be due to risk-based capital, rather than to the leverage ratio, 
given that risk-based capital requirements tend to have higher risk weights for loans than many other classes of securities, 
whereas the leverage ratio does not.
7. For evidence that more capitalized banks lend more through the cycle, see Federal Deposit insurance Corporation. Lending 
through the Cycle: Quarterly Median for Noncommunity Banks, n.d.. https://www.fdic.gov/about/learn/board/hoenig 
/lendingcharts.pdf.
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Finally, the mandate for a higher strong minimum capital requirement could be implemented in 
combination with the title I resolution planning process and the annual stress test programs. Such an 

approach is more judicious than a sweeping TLAC rule. Under Dodd-Frank, each title I plan is prepared in 
detail by management and reviewed and approved by supervisors. Each plan is based on the specific 

business model of the firm and the bankruptcy strategy that would work best for that firm. The annual 
stress test would test the ability of the firm to withstand financial shocks and gauge the degree of capital 

greater than the required minimum needed to remain solvent and operational under stress. Thus, instead 
of applying a blanket long-term debt requirement to facilitate one resolution strategy—SPOE, for 

example—regulators could use the title I plan and stress test to tailor long-term funding plans to a firm’s 
business model, capital structure, and resolution strategy, better assuring a private-sector resolution 

should it be needed. We next provide answers to the first two questions posed in the ANPR.

PART II: RESPONSE TO ANPR QUESTIONS 1 AND 2
In supporting our comment above, we are responding to questions 1 and 2 set out in the ANPR. In these 

responses, we use a benefit-cost comparison to show the advantages of increasing equity rather than debt.

Question 1: The agencies invite comment on whether and how a requirement to maintain a 

minimum amount of long-term debt could enhance a large banking organization’s resolvability. 

How might long-term debt be beneficial for improving optionality when conducting the resolution 

of a U.S. large banking organization or its insured depository institution?“*

Fischer Black suggests that capital can consist of equity or long-term debt, whereas Black, Merton 
Miller, and Richard Posner argue that higher capital could provide a low-cost way for holding companies 

to offset the risks associated with nonbank subsidiaries.® However, if the subsidiaries are well-capitalized, 
the authors suggest that no need exists to have holding company capital requirements. After all, Paul 

Kupiec intimated, a holding company may not provide the resources to prevent a bank subsidiary from 
failing.*® Black, Miller, and Posner also suggest that a necessary question to ask when designing regulatory 

capital requirements is whether protecting depositors or preventing bank failure is the goal. If the answer 
is protecting depositors then TLAC rule long-term debt might be acceptable, but if the purpose is to foster 

financial stability, then having banks fund with more debt undermines that objective, because it makes 
the entity in question more leveraged. Because much of the legislative and regulatory language since the 

Global Financial Crisis concerns financial stability, TLAC works against the objective.
Aside from increasing leverage, TLAC rule long-term debt applies at the holding company level, 

and this is justified by the “source of strength” doctrine (Regulation Y), that a holding company will 
always come to the rescue of a failing bank subsidiary. In fact, Kupiec suggests holding companies have 

not always come to the rescue of a failing bank subsidiary.** Therefore, an alternative approach to 
fostering financial stability focuses on capital regulation at the bank subsidiary rather than the holding 

company, and more equity (less debt) would likewise facilitate achieving that goal.

8. Resolution-Related Resource Requirements for Large Banking Organizations, 87 Fed. Reg. 64170,64173 (October 24, 2022).
9. Fischer Black, “Bank Funds Management in an Efficient Market,” Journal of Financial Economics 2, no. 4 (1975): 323-39; Fisher 
Black, Merton Miller, and Richard Posner, “An Approach to the Regulation of Bank Holding Companies,” Journal of Business 51, 
no. 3 (1978): 379-412.
10. Paul H. Kupiec, “is Dodd Frank Orderly Liquidation Authority Necessary to Fix Too-Big-to-Fail?” (AEI Economic Policy 
Working Paper No. 2015-09, American Enterprise institute, Washington, DC, October 22,2015).
11. Kupiec, “is Dodd-Frank Orderly Liquidation.”
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A15 percent leverage ratio has sometimes been offered as a regulatory minimum.*- We show in our 
answer to question 2 that many bank holding companies already meet this minimum threshold. However, 

the question remains whether the costs outweigh the benefits of meeting this threshold. Next, we 
summarize an approach, starting with analyzing costs and benefits, to answer this question on the basis of 

previously published research that finds that the benefits generally outweigh the costs.*’
To illustrate the benefits and costs, we use a baseline estimate of the benefits based on empirically 

supported and conservative assumptions about the benefits while making the highest-cost assumptions. 
The assumed benefits arise from more capitalized banks having a lower likelihood of experiencing 

default, which lowers the likelihood of the damage of banking crises.** The assumed costs arise from the 
fact that equity funding is assumed to be more expensive than debt, such that banks funded with more 

equity might pass along their higher funding costs to borrowing customers.*’
Figure 1 depicts the marginal benefits under the baseline case motivated by reasonable assumption 

against the marginal costs under the highest-cost case. The figure shows that the benefits of going to 15 
percent exceed the costs, with the optimal rate equal to 19 percent.*®

12. For instance, the Terminating Bailouts for Taxpayer Fairness Act of 2013. or Brown-Vitter Bill, proposed having holding 
companies issue at least 15 percent equity to total assets. S. 798.113th Cong. (2013).
13. James R. Barth and Stephen Matteo Miller. “Benefits and Costs of a Higher Bank ‘Leverage Ratio.’” Journal of Financial Stability 
38 (2018): 37-52. For a brief summary, see James R. Barth and Stephen Matteo Miller. “Yes. the Benefits of a Higher Leverage 
Ratio Can Exceed the Costs” (Mercatus on Policy. Mercatus Center at George Mason University. Arlington. VA. April 2018).
14. Our estimates are obtained using a formula that computes a weighted average of the marginal benefits of a higher leverage 
ratio being able to reduce the probability of a banking crisis, multiplied by the cost of a crisis in terms of lost GDP:
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in figure 1. the discount rate is 5 percent, the cost of a crisis is 10.3 percent, and the slope of the curve reflecting the inverse 
relationship between the probability of a banking crisis and increasing the leverage ratio is estimated from a multivariate 
probit regression.
15. The formula our estimates derive from computes the marginal costs of a higher leverage ratio arising from increasing the 
funding costs for borrowers and the loss of GDP:

O F P rQE5C2i/1 /D C/ER/E526 QoiSíiL De/T +6U21 GWXCC
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Assuming that the leverage ratio increases from 4 percent to 15 percent; that o of income equals 0.4; that p, the
elasticity of substitution between capital and labor equals 0.5; that the fraction of all corporate funding from debt equals 37 
percent; and that the discount rate equals 5 percent; the firm’s cost of capital equals 11 percent, using the previous formula. The 
loss of GDP is calculated as follows: *$%Y z $%[7 \ *$%Y - (%$7 z *$%]7 \ $%((7 z *(%$$ \ $%$[7 z $%$$&& _ )''%' r6ec6i2.
16. For other assumption-based cases, see Barth and Miller. “Benefits and Costs of a Higher Bank ‘Leverage Ratio.’”
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FIGURE 1. THE COSTS AND BENEFITS OF INCREASING THE EQUITY-TO-ASSET RATIO TO 15 PERCENT

marginal benefit (baseline 
case, crises 90% temporary)

marginal cost (baseline, 
highest-cost case)

Note: In the baseline case, under the highest-cost assumptions, under the assumption that crises have 90 percent 
temporary effects, and under the assumption that the cost of crises is -10.3 percent, the optimal capital ratio is 19 
percent. Under the assumption that crises have 75 percent temporary effects, the optimal capital ratio rises to 24 percent. 
Under the assumption that crises have 100 percent temporary effects, the optimal capital ratio falls to 12 percent.
Source: Authors’ calculations.

We use a similar approach to respond to question 2:

Question 2: The agencies invite comment on alternative approaches for determining the 
appropriate scope of application of a potential long-term debt requirement to the population of 

large banking organizations. In particular, what criteria would be relevant to determine whether a 
large banking organization should be subject to the requirement? Should all Category II and 

Category III firms (including SLHCs, which are not subject to resolution planning requirements) be 
subject to a long-term debt requirement? Why or why not? What additional factors—for example, 

the presence of significant non-bank operations, critical operations, critical services outside the 
bank chain, cross-border operations, or extent of reliance on uninsured deposits—should the 

agencies consider when determining the scope of application of any long-term debt requirement to 
large banking organizations? Given the practical and market limitations for selling large insured 

depository institutions, especially during a crisis, what is the appropriate scope of application for a 
loss absorbing debt requirement to expand the range of strategies available to the FDIC? How 

should IDIs that are not part of a group under a BHC be considered?**'

As an alternative to TLAC requirements, we suggest that equity capital, especially at the bank 

subsidiary level, rather than the holding company, can work well. We would also like to point out that 

while much of the discussion of too big to fail (TBTF) focuses on size, that focus may confuse the 

underlying issue, as larger firms also tend to fund with less equity. That tendency suggests that the key 

issue underlying TBTF is not strictly speaking size, but the fact that the largest entities are the most 

leveraged. We can demonstrate this idea in figure 2, which compares the average ratios of total equity to 

total assets measured using estimated market values and book values for the so-called advanced

17. Resolution-Related Resource Requirements for Large Banking Organizations, 87 Fed. Reg. 64170,64173-74 (October 24, 2022).
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approaches banks, which are the largest in the United States and the focus of Basel III capital regulations, 
as well as all other banks from Q1 2000 through Q4 2020 using the approach used by Alistair Milne A

FIGURE 2. AVERAGE EQUITY-TO-ASSET LEVERAGE RATIOS, Q1 2013-Q4 2020

A. MARKET VALUE OF EQUITY B. BOOK VALUE OF EQUITY
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Source: Authors’ calculations.

The figure shows that the GSTBs on average have the lowest average leverage ratios, whereas those 

with less than $50 billion have the highest average leverage ratios. The leverage ratios for Category II or 
III banks based solely on total assets rather than other activities and those with at least $50 billion on 

average fall in between those of banks less than $50 billion and those of US GSIB holding companies. 
Average leverage ratios measured using estimated market values tend to exceed the average leverage 

ratio measured using book values. Also, on average, banks with less than $50 billion in total assets have 
leverage ratios equal to about 15 percent when measured using book values and 20 percent when 

measured using market values, whereas the larger nonCISI B banks often have leverage ratios of 15 
percent when measured using market values.

18. For details of this approach, see Alistair Milne, “Distance to Default and the Financial Crisis,” Journal of Financial Stability 12, 
issue C (2014): 26-36. Specifically, I estimate equity as a caii option on a bank’s assets (assuming the bank pays no dividends) 
based on the formula

C5VV _ xa*s17 ) +62&!a*s3^ith s1 _ 456A789&^$a)9!2-)
#! 

;a<!2-
and S3 _ S1 ) p=bc ) 2

where the caii option is equivalent to the market value of equity, X denotes the market value of the firm’s total assets, + denotes 
the face value of the firm’s debt, e denotes ^^e risk-free rate of interest, p= ^^e volatility input of the firm’s assets, 2
denotes the current time period, and c denotes the option’s terminal date. To estimate the book value of liabilities, I subtract the 
quarterly book value of equity from the quarterly book value of assets in the Center for Research in Security Prices 
(CRSP)/Compustat Merged Databased (database), accessed November 29,2022, https://www.crsp.org/products/research 
-products/crspcompustat-merged-database. To estimate the market value of equity, I use CRSP share prices multiplied by the 
number of shares and compute the annualized quarterly standard deviation of returns from daily log returns on the market value 
of equity. As an estimate of the risk-free interest rate, I use the quarterly returns on a 90-day US Treasury bill from CRSP. Lastly, I 
assume the caii option has a maturity of one year. To solve for the unobservable market value of bank assets, X, and bank asset 
volatility, p=, I use the previous formula for a caii option on a firm’s assets and the following relationship between the equity 
return volatility and (unobservable) asset volatility:

X
p* _ p=Ta*Si7 d

The algorithm we use here then solves the system of two nonlinear equations in two unknowns.
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Tn spite of being less leveraged, figure 3 shows that, in terms of estimated asset risk, the smallest 
banks on average have a higher estimated asset volatility than larger banks. One way to explain this is that 

the largest banks tend to have much greater holdings of liquid securities and reserves and have a much 
smaller fraction of their assets allocated to loans, which would tend to lower asset volatility.^'^ But although 

estimated asset volatility is lower, the fact remains that the largest banking entities are more leveraged. In 
terms of the equity return volatility, earlier in the sample the smaller banking entities had a higher equity 

return volatility, but toward the end of the sample, the averages were similar.

FIGURE 3. AVERAGE ASSET VOLATILITY AND EQUITY VOLATILITY, Q1 2013-04 2020
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Source: Authors’ calculations.

CONCLUSION
Tn bankruptcy, the conversion of standard debt is often part of a workable reorganization strategy. But 

banking authorities should be cautious before demanding increased levels of debt for individual banking 

firms or encouraging an increase in the effective leverage of an industry. Adding leverage to the banking 

system in the expectation that it enhances financial stability is a gamble. Equity funding enhances 

resiliency, which is the goal of regulation and supervision.

The proposed rule’s emphasis on higher capital is laudable. However, the focus on TLAC 

undermines the main goal of the proposal, which is to foster financial stability. As an alternative, a simpler 

(and higher) leverage ratio of 15 percent at the bank subsidiary level passes a benefit-cost analysis under 

many plausible assumptions.

19. See Miller and Hoarty, “On Regulation and Excess Reserves,” for a discussion of the role of risk-based capital requirements in 
encouraging large banking entities to hold low-risk-weight assets such as reserves and Treasuries and a smaller fraction of loans 
compared with smaller banking entities.
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