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OutlineOutline

• Basic facts about large banks
Recent growth, risky business model

• What drives the business model?
Too-big-to-fail vs. economies of scale

• What are the risks?
Individual risks vs. systemic risk: some new results

• Policy implications



Basic facts on large banksBasic facts on large banks

Large banks grew in size since Engaged more in market-Large banks grew in size since 
late 1990s

Engaged more in market-
based activities



Riskier business model in large banks

More leverage Less stable funding
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Riskier business model in large banks

More market-based activities More organizationally complex
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Economics of large banksEconomics of large banks

• Too big to fail subsidiesToo big to fail subsidies

– Lower cost of debt, especially for riskier banks, p y
– Predisposes to use leverage, unstable funding, 

risky (and cyclical) market-based investmentsy y

– Strong evidence (GFSR Apr 2014)
• 15 basis points through the cycle
• In 2012: $70 bln US; $200 bln EA



Economics of large banksEconomics of large banks

• Economies of scaleEconomies of scale
– Early evidence: first $50 bln in assets

(Benston 92; Berger Mester 97; Peristiani 97)( ; g ; )

– Later evidence: $16-45 bln US /year (Kovner et al 2013)
• 0.2% of $20 trln US banking system$ g y
• Compare $12 trln cost of the crisis (Luttrel et al 2013)

– Excludes benefits to customers, so limits on bank 
size may be costly



Economics of large banksEconomics of large banks

• SummarySummary
– Economies of scale present, 

but TBTF also importantbut TBTF also important
– Banks may be “too large”, 

but optimal size hard to establishbut optimal size hard to establish



Risk in large banksRisk in large banks

• How does bank size (and structure) affect risk?o does ba s e (a d st uctu e) a ect s ?

• Effects of pre-crisis bank characteristics  (2006)
– Size, market-based activities, org. complexity
– Interaction of size with capital and funding

• … On bank risk during the crisis   (2007:8 – 2008:12)
– Standalone risk: decline in stock pricep
– Systemic risk contributions: SRISK (Acharya et al 2012)

– 370 banks, 52 countries; all listed banks >$10 bln assets



Risk in large banksRisk in large banks

• SRISKSRISK

– Capital shortfall under a negative shock  
( ff )(market off 40%)

– Capital losses create externalities – systemic risk

– Determined by:
• Bank stock volatility during a crisisy g
• Covariance of bank stock with the market
• Bank leverage and size



Risk in large banksRisk in large banks

• SRISK during the crisisSRISK during the crisis



Individual risk (stock returns)Individual risk (stock returns)



Systemic risk (SRISK)Systemic risk (SRISK)



ResultsResults

• Large banks are riskier than smaller banksLarge banks are riskier than smaller banks 
• Large banks create more systemic risk when they 

have low capital or unstable fundingp g

• Large banks create more systemic risk (but notLarge banks create more systemic risk (but  not 
standalone risk) when they engage more in 
market-based activities or organizationally complex 

• Effect of variance vs. correlation



Summary: Large banksSummary: Large banks

• Grew since late 1990s

• Low capital, unstable funding, market-based, org. complexity

• TBTF vs. Economies of scaleTBTF vs. Economies of scale

• Hard to establish optimal size

• Higher standalone and systemic risk• Higher standalone and systemic risk, 
when low capital / unstable funding

• Higher systemic risk (but not standalone) g y ( )
when market-based activities or org. complex

• Systemic risk-based capital surcharges + better resolution


