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CHAPTER 2:  
A Simple Proposal  
to Recapitalize the 
U.S. Banking System  
Kevin Dowd, PhD

Proposals to reform the banking system generally fall into two types. The first type are proposals for more 
regulation—such as that entailed by the Basel accords and the Dodd–Frank Act. However, these “solu-

tions” are costly and never work as intended. The second type can be described as idealistic: These propose 
idealized radical solutions based on an underlying theory of the way banking is, or is not, supposed to work. 
These vary in merit from the ridiculous to the sublime. Whatever their intrinsic merits, getting such reforms 
implemented is a major uphill battle if for no other reason than that they are commonly regarded as politi-
cally unthinkable.

There may, however, be a third way: Do not 
propose ever more regulation, but do not pro-
pose to dismantle existing regulatory struc-
tures either. Instead, offer banks the choice 
of opting out of the regulatory system. Such 
an opt-out has considerable attractions. It is 
simple, easily implemented, and avoids more 
regulation, more complexity, and higher com-
pliance costs. It offers more choice rather 
than more compulsion, and allows bankers 
to ignore it if they prefer, a feature that also 
makes it difficult for the banking lobby to 
mount a credible objection. Most of all, it of-
fers the potential to set in motion a virtuous-
circle dynamic that could be not just benefi-
cial, but transformative.

This chapter proposes a regulatory off-
ramp in which banks be allowed to opt out of 
any requirements to comply with federal pru-
dential regulation on the condition that they 

provide strong and credible reassurance of 
their financial robustness. This reassurance 
would take the form of a binding commitment 
to maintain a much higher minimum-capital 
ratio than any major banks currently main-
tain. The type of capital ratio referred to here 
is in the traditional pre-Basel sense—a ratio of 
core capital to total assets, or a similar mea-
sure.1 To use more contemporary terminology, 
the proposal uses a high minimum-required-
leverage ratio.

An intuitive way to think about this pro-
posal is as follows. The purpose of pruden-
tial regulation is—so it is claimed—to ensure 
that the banks are safe; but the purpose of a 
high-capital/leverage ratio is also to ensure 
that banks are safe. Prudential regulation and 
higher capital are substitutes for each other 
toward the same end. The former can there-
fore be dispensed with, provided that banks 
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commit to the latter. However, these sub-
stitutes differ in that prudential regulation 
is very costly and often ineffective, whereas 
high capital involves near-zero cost and is 
highly effective. In the current system, the 
banks are compelled to go the former route, 
but the latter has considerable upsides and no 
discernible downside.

This proposal is very much in the spirit of 
“second-best” economics. In an ideal world—
free of government interventions that encour-
age and subsidize excessive risk-taking—there 
would be no capital-adequacy issue and no 
need for any capital adequacy regulation. In 
such a world, banks’ capital ratios would be 
decided by the bankers themselves, like any 
business policy decision, such as how much to 
lend, to whom to lend, and the reserve ratios 
they should maintain. Competition among the 
banks would then help them determine their 

“optimal” capital ratios. If a bank maintained a 
very high capital ratio, it would face pressure 
from shareholders wanting higher returns on 
their equity. If it maintained a very low capital 
ratio, it would struggle to reassure depositors 
that it could withstand a major loss and still 
be able to pay depositors in full. In the latter 
case, it would face the danger of being run out 
of business. There would be no market failure 
and no case for a regulator to impose mini-
mum (or maximum) capital requirements.

To state the obvious, this ideal world is 
not the current one. Instead, today’s world 
features a range of government-sponsored 
interventions in the banking system that cre-
ate moral hazards that encourage banks to 
take greater risks than they otherwise would, 
had they to bear the downsides themselves. 
These interventions include, most notably, 
the “lender of last resort” function, govern-
ment-deposit insurance, and too-big-to-fail 
support. One might even say that these moral 
hazards create a race for the bottom as far as 
capital adequacy is concerned. In particular, 
they encourage banks to seek higher returns 
on their equity, and the easiest way to boost 
these returns is to substitute debt for equity 
and run down their capital. The best solution 

is to get rid of these interventions, but good 
luck on that. However, if one accepts for the 
sake of argument that all these pre-existing 
interventions are not going to go away any 
time soon, or would require an immense ef-
fort to get them even within the Overton Win-
dow2—there remains the question of what to 
do about undercapitalized banks. There is 
thus a second-best argument for some form 
of capital-adequacy regulation to counter the 
excessive risk-taking created by these pre-ex-
isting state interventions.

A natural response would be that systems 
of capital-adequacy regulation already ex-
ist for this reason, most obviously the Basel 
system. However, Basel is highly inadequate 
to this task and has been a repeated failure. 
Apart from anything else, Basel is hugely 
costly and proved to be of no use in ensuring 
that the banking system was strong enough to 
avert the costly bank failures that occurred 
in the global financial crisis. Indeed, one can 
argue that the weaknesses of the Basel sys-
tem—its reliance on useless risk weights, its 
dependence on the discredited Value-at-Risk 
risk measure, and its dependence on unreli-
able risk models—greatly contributed to the 
severity of the crisis.3 Existing systems of cap-
ital-adequacy regulation are therefore not the 
solution, but part of the problem.

U.S. BANKS’ CAPITAL INADEQUACY
The traditional measure of capital adequa-

cy is a bank’s capital ratio, which is the ratio 
of core capital to its total assets. In the 19th 
century, U.S. banks often had capital ratios of 
between 40 percent and 50 percent. By 1914, 
the year the Fed came into operation, aver-
age capital ratios in the U.S. were 16.5 per-
cent.4 They fell a little by 1929, then more than 
halved in the decade after federal deposit in-
surance was established in 1934, and have re-
mained in single digits ever since.

So the next question is what should this ra-
tio be. There is no magic number, but a mini-
mum capital ratio should be high enough to 
remove the overwhelming part of the moral 
hazard that currently infects the banking 
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system, and high enough to ensure that banks 
will never be bailed out again. In this context, 
many experts have recommended minimum 
capital-to-total-asset ratios that are much 
greater than those called for under current 
Basel rules. In an important letter (“Healthy 
Banking System Is the Goal, Not Profitable 
Banks”) to the Financial Times in 2010, no 
less than 20 renowned experts recommended 
a minimum ratio of equity-to-total-assets of 
at least 15 percent—five times larger than re-
quired under Basel III. Some of these experts 
wanted minimum requirements that are 
much higher still. To quote their letter:

Banks’ high leverage, and the resulting 
fragility and systemic risk, contributed 
to the near collapse of the financial sys-
tem. Basel III is far from sufficient to 
protect the system from recurring cri-
ses. If a much larger fraction, at least 
15%, of banks’ total, non-risk-weighted, 
assets were funded by equity, the social 
benefits would be substantial. And the 
social costs would be minimal, if any.…

If handled properly, the transition to 
much higher equity requirements can 
be implemented quickly and would not 
have adverse effects on the economy. 
Temporarily restricting bank dividends 
is an obvious place to start.

Many bankers oppose increased equity 
requirements, possibly because of a 
vested interest in the current systems 
of subsidies and compensation. But the 
policy goal must be a healthier bank-
ing system, rather than high returns 
for banks’ shareholders and managers, 
with taxpayers picking up losses and 
economies suffering the fallout.

Ensuring that banks are funded with 
significantly more equity should be a 
key element of effective bank regula-
tory reform. Much more equity fund-
ing would permit banks to perform 

all their useful functions and support 
growth without endangering the fi-
nancial system by systemic fragility. 
It would give banks incentives to take 
better account of risks they take and 
reduce their incentives to game the 
system. And it would sharply reduce 
the likelihood of crises.5

Overall, various experts have called for 
minimum capital-to-asset ratios ranging 
from as low as 15 percent to as high as 50 per-
cent.6 In short, there is a big gap between U.S. 
banks’ current capital ratios and any reason-
able sense of what they should be; that is, U.S. 
banks have a big capital-adequacy problem.

FALLACIOUS OBJECTIONS TO 
HIGHER CAPITAL STANDARDS

The banking lobby has campaigned vigor-
ously against higher capital levels. However, its 
main arguments are demonstrably fallacious, 
and its real reasons for opposing higher capital 
requirements are based on naked self-interest, 
that is, keeping risk-taking subsidies because 
they are profitable. These arguments are the 
bankers’ new clothes, to quote the title of Anat 
Admati and Martin Hellwig’s wonderful book.

The first of these fallacious arguments is 
that higher capital requirements would in-
crease banks’ costs. However, if this argument 
were correct, it would apply to non-bank cor-
porations too, and we would expect them to 
be equally highly leveraged in order to take 
advantage of the “cheapness” of debt. Instead, 
most non-bank corporations have capital ra-
tios of over 50 percent and some do not bor-
row at all. In reality, equity helps to reduce the 
costs associated with potential distress and 
bankruptcy, and the same benefits apply to 
banks as to other corporations.

There is, nonetheless, one case where 
higher equity capital is costly—at least to 
bank shareholders. When the government 
intervenes to cover banks’ downside risk, 
capital becomes expensive to the banks’ 
shareholders: The higher the banks’ capi-
tal level, the more of the risk subsidy they 
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forgo, because higher capital reduces the 
cost to third parties of their risk-taking ex-
cesses. When bankers complain that capital 
is expensive, they consider only the costs 
to shareholders and themselves, and do not 
take into account the costs of their exces-
sive risk-taking to other parties, including 
the taxpayers who are then called upon to 
bail out the banks when the combination of 
excessive risk-taking and run-down capital 
leads their banks to fail.

In fact, the social cost of higher equity can 
be zero when the costs of systemic risks are 
accounted for. To quote Admati and Hellwig:

A bank exposing the public to risks is 
similar to an oil tanker going close to 
the coast or a chemical company ex-
posing the environment to the risk that 
toxic fluid might contaminate the soil 
and groundwater or an adjacent river. 
Like oil companies or chemical compa-
nies that take too much risk, banks that 
are far too fragile endanger and poten-
tially harm the public.

But unlike the case of safety risks posed 
by oil or chemical companies, higher 
bank safety standards can be achieved 
at little social cost merely by requiring 
that banks increase their capital, which 
they can do by issuing more equity in 
the capital markets.7

A second argument is that high minimum 
capital requirements would restrict bank lend-
ing and hinder economic growth. For example, 
Josef Ackermann, then-CEO of Deutsche 
Bank, claimed in 2009 that higher capital re-
quirements “would restrict [banks’] ability to 
provide loans to the rest of the economy” and 
that “this reduces growth and has negative ef-
fects for all.”8 The nonsense of such claims can 
be seen merely by noting that they imply that 
further increasing banks’ leverage must be a 
good thing, notwithstanding the fact that ex-
cessive leverage was a key contributing factor 
to the financial crisis, and that ongoing bank 

weakness—weakness associated with too much 
leverage—is still impeding economic recovery.

One also encounters claims that higher 
capital requirements would restrict bank 
lending that are based on a confusion of 
capital with reserves. This is the capital-is-a-
rainy-day-fund fallacy that mixes up the two 
sides of a bank’s balance sheet. An example by 
Wane Abernathy:

Think of [capital] as an expanded rainy 
day fund. When used efficiently, a dol-
lar of capital on reserve allows a bank 
to put ten dollars to work as expanded 
economic activity. The new Basel rules 
would demand that banks would main-
tain more dollars on reserve for the 
same amount of business, or more capi-
tal for no new economic work.9

Alan Greespan claimed that “[a]ny excess 
bank equity capital also would constitute a 
buffer that is not available to finance produc-
tivity-enhancing capital investment.”10

These statements come from experts who 
should know better. Such statements would 
be correct if they applied to requirements 
for higher cash reserves, but are false since 
they apply to requirements for higher equity 
capital. Capital requirements constrain how 
banks obtain their funds but do not constrain 
how they use them, whereas reserve require-
ments constrain how banks use their funds 
but do not constrain how they obtain them.

In fact, evidence suggests that high levels 
of capital support lending. To quote former 
Bank of England Governor Mervyn King:

Those who argue that requiring higher 
levels of capital will necessarily re-
strict lending are wrong. The reverse 
is true. It is insufficient capital that re-
stricts lending. That is why some of our 
weaker banks are shrinking their bal-
ance sheets. Capital supports lending 
and provides resilience. And, without a 
resilient banking system, it will be dif-
ficult to sustain a recovery.11
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In principle, there is no reason why a high-

er capital ratio should restrict bank lending at 
all. On the contrary, if a bank has good lend-
ing opportunities, it can raise funds to finance 
them by issuing more shares, and the only 
constraint that matters is the willingness of 
investors to buy those shares.

A REGULATORY OFF-RAMP
Taking all the above into consideration, 

this chapter offers the following proposal: 
Any bank operating in the U.S. should be giv-
en the choice to opt out of federal prudential 
regulation provided it commits to maintain a 
minimum core-capital-to-total-exposure ra-
tio of at least 20 percent.

The regulations from which the bank would 
be exempted would include all prudential 
regulation by any federal body, including the 
Federal Reserve, the Office of the Comptrol-
ler of the Currency (OCC), and the prudential 
regulations of Dodd–Frank. Implicitly, such 
banks would also be exempt from Basel III 
requirements and compliance with Federal 
Reserve stress tests. However, the proposal 
does not suggest any such bank be exempted 
from all federal regulation. Under this pro-
posal, regulations concerned with anti-mon-
ey-laundering, know-your-customer conduct, 
and health and safety regulations would still 
apply. Whether those regulations should be 
changed is another issue best left aside for 
present purposes. Policymakers should also 
structure the opt-out to allow banks to exit the 
federal deposit insurance corporation (FDIC) 
system. In this case, banks would free them-
selves of FDIC supervision as well as of the ob-
ligation to pay deposit insurance premiums at 
the cost of foregoing FDIC deposit insurance.

There is no doubt that the suggested mini-
mum leverage ratio of 20 percent is an arbi-
trary one. The exact number—15 percent, 20 
percent, 25 percent, or whatever else—is not 
so important. What matters most is that the 
minimum should be broadly in line with the 
consensus expert advice outlined earlier—
that is, it should be much higher than exist-
ing leverage ratios. The underlying principles 

here are that the bank should be sufficiently 
well capitalized to reassure depositors and 
other stakeholders that it can withstand ma-
jor losses and still be viable, and that it has 
sufficient “skin in the game” to reassure those 
stakeholders that it has a strong incentive to 
rein in excessive risk-taking.

Naturally, the numerator and denominator 
in this capital ratio would need to be specified. 
In the U.S. context, the simplest solution—
though not the theoretically best one, by any 
means—is to take the core capital numerator 
to be common equity Tier 1 capital (CET1), 
and to take the denominator to be the Basel 
III Leverage Exposure measure.12 The advan-
tage of these measures is that they are the best 
currently available in the absence of major 
reforms to accounting standards or Basel III 
metrics. The drawback is that both measures 
have major biases—CET1 capital overstates 
true core capital, and the Leverage Exposure 
measure understates the true amount at risk—
that combine to produce a measure of the le-
verage ratio that is biased downward.13

A hint at the extent of this bias can be 
gleamed from banks’ price-to-book valua-
tions, which reflect the market’s perception 
of the true values of the banks, taking into ac-
count the information available to the market 
and not reflected in banks’ book valuations. 
Given the scale of the discrepancies between 
banks’ market and book values, one might 
even make a case that the numerator should 
simply be market capitalization. On the other 
hand, banks’ share prices tend to oscillate ex-
cessively, whereas their book values do not, 
and one should think twice about building a 
capital-adequacy regime on excessively vola-
tile metrics. Additionally, many depository 
institutions’ shares are not publicly traded. 
Thus, on balance, the ratio of (book-value) 
CET1 capital to Leverage Exposure is prob-
ably the best that can be achieved without 
major reforms in other areas.

One last loose end: To give the proposal 
teeth, there would also have to be some pen-
alty against backsliding. There needs to be 
some contingency in the event that a bank 
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signs up for the opt-out, but then falls below 
the required minimum standard. The sim-
plest solution would be to prohibit dividend 
and bonus payments should a bank’s lever-
age ratio fall below the minimum standard. A 
bank would then have to bring its capital ratio 
back up above the minimum before such pay-
ments could be resumed.

THE REGULATORY OFF-RAMP: 
COULD TRANSFORM THE  
BANKING SYSTEM

The banks would now have a choice. They 
could choose to carry on as before and remain 
subject to all the existing prudential regula-
tion, including the deposit insurance system, 
or they could choose to opt out of it all and re-
capitalize to the proposed minimum standard.

How the banks would respond would de-
pend on their future profit prospects. Imagine 
a sound bank whose management were confi-
dent of its future prospects. Such a bank would 
now have the opportunity not just to reduce 
but to eliminate its prudential regulatory com-
pliance costs. This is a big benefit. The cost of 
the bank getting free of all that regulatory com-
pliance burden is the obligation to recapitalize 
to the required minimum standard, and this 
cost is negligible. So why would such a bank not 
jump at the opportunity? I would therefore 
expect such a bank to respond by going to the 
stock market and recapitalizing quickly. The 
key here is that the bank is able to persuade 
potential shareholders that its prospects are 
good. Indeed, there is no rational reason for a 
sound bank not to want to go this route. Sub-
stantial benefits + minimal costs = no brainer. 
You could even say that it offers a free lunch.

Naturally, I am presupposing that the bank’s 
existing clients would be willing to accept the 
bank going this route—otherwise they would 
take their business elsewhere—but there is 
every reason to think they would. Existing bor-
rowers would hardly have cause for concern, 
as their bank would be stronger. The same ap-
plies to depositors, too. Before federal deposit 
insurance existed, evidence indicates that de-
positors and noteholders in the United States 

cared about the financial condition of their 
banks and carefully scrutinized bank balance 
sheets. Arthur Rolnick and his colleagues at 
the Federal Reserve Bank of Minneapolis have 
shown that this clearly happened before the 
Civil War. Thomas Huertas and his colleagues 
at Citicorp have demonstrated the importance 
of bank capital to depositors by noting that Ci-
tibank in its earlier days prospered in periods 
of general financial distress by maintaining 
higher-than-average capital ratios and provid-
ing depositors with a relatively safe haven.14

Now consider a bank that does not have 
good prospects. Such a bank would be unable 
to recapitalize via the stock market, because 
it would be unable to persuade potential in-
vestors that its equity was a good investment, 
and would have no choice but to remain un-
der the regulatory status quo. Its failure to 
recapitalize would then provide a clear signal 
of its true state. Stakeholders would be asking 
why the bank was not taking advantage of the 

“free lunch” provided by the opt-out, and the 
bank management would be unable to pro-
vide a convincing response. The bank would 
then self-advertise as a zombie that cannot 
get out of government rehab, and there would 
be pressure on the bank to improve its capital 
position and on the regulators to resolve the 
bank one way or the other, either by recapital-
izing it themselves or (my preferred solution) 
by putting it into bankruptcy.

So, the good banks would escape the regu-
latory system and rapidly recapitalize, and the 
zombies would be exposed. The former would 
then gain a major competitive advantage: be-
ing strongly capitalized, free of their former 
compliance burdens, and having good pros-
pects, they would be well placed to increase 
their market share at the expense of the zom-
bies still in the state system, which would 
have none of these advantages. In addition, it 
would be much easier for new banks to enter 
the market and further increase competition, 
thereby providing the maximum scope for, 
for instance, disruptive FinTech innovators 
or old-fashioned bankers of the George Bailey 
mould. Over time, the good banks—new and 
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old—would gradually displace the bad ones 
and eventually drive them out of business. In 
the process, the whole prudential regulatory 
apparatus would wither on the vine, and the 

U.S. banking system would once again become 
strong, stable and highly competitive. A sim-
ple opt-out might just be the key to sort out 
the banking mess.

—Kevin Dowd, PhD, is Professor of Finance and Economics at Durham University in the United Kingdom.
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