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Banks are the problem, just not in 
the way you think 

William Wild, http://williamwild.blogspot.com 
16th April 2010 
 
 
The problem is not that commercial banks are poor or inefficient investors but 
the opposite, they are too good, because the fact that they lend rather than 
own assets outright means that high leverage was and will continue to be 
endemic in the economy. 
 
It was the severe externalities or social costs of endemic leverage that actually 
caused the damage during the GFC, and all previous debt-driven crises, 
through: 
 
•  the accumulated inefficiencies of agency conflict between debt holders and 

residual equity owners, 
• the extreme pro-cyclicality of leveraged equity returns, 
• the false precision and unrealistic expectations associated with fixed debt 

claims against uncertain payoff streams, 
• the complexity and opacity arising from the transformation of real asset 

payoffs into a myriad of competing fixed and residual claims, and 
• ultimately, the massive destruction of confidence and wealth from default 

and bankruptcy. 
When I say that commercial banks were too good, it is not through any 
superior personal qualities of bankers. Rather it is that they have inherent and 
systematic advantages as investors in assets relative to non-banks. 
 
First, the defining role of commercial banks is as deposit-takers, for which 
they have special status granted and certified by the state. This confers a 
substantial advantage in the availability and cost of their funding relative to 
non-banks. 
 
Second, because of the size that goes with the status of authorized deposit-
taking institution, commercial banks are also the largest and of necessity the 
most diversified investors in any market in which they operate. This 
diversification is enforced by internal and regulatory constraint on 
concentrations of exposure, in particular the prescription of fixed lending 
limits.  Through the IRB approaches mandated under Basel II, the Basel 
Committee explicitly, and reasonably in my opinion, treats banks as fully 
diversified, and the capital requirement is calibrated to absorb systematic 
losses only. The fresh debate about capital regulation today is not whether 
banks are diversified, but the extent of systematic risk to which they are 
exposed. 
 
Not having to price for diversifiable risk and enjoying privileged access to 
state certified (and implicitly guaranteed) deposit funding would not be of 
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merely marginal advantage for an investor. Commercial banks, who have 
these advantages, should completely dominate all other classes of financial 
investor in fair competition to own assets. 
 
That they do not is because they do not compete for the ownership of assets. 
They invest in debt and not equity. There are a number of possible reasons for 
this. 
 
Investment in assets through illiquid and passive equity interests would 
clearly expose a bank to mismatches between the liquidity of its investment 
and its obligations under its liabilities, primarily interest payments. An 
enforceable debt claim is superior in this respect, and the requirement for a 
borrower to repay and match the timing of the lender’s own costs of funding is 
a fundamental structural feature of bank lending. 
 
That a borrower is obliged to repay debt principal according to a schedule has 
a different motivation, given that a bank as a going concern must assume that 
its funding base is permanent. Repayment obligations reflect either the 
expected amortisation of the assets of the borrowing firm or, to the extent that 
they precede that, provide a mechanism for the lender to exert some control 
over the assets and mitigate the agency cost of equity control. 
 
Investment by the bank in assets through controlling equity interests would, 
however, be far superior to any form of debt in matching funding and 
mitigating duration mismatch. The bank’s claim would be effectively on 
demand; as controlling owner it would be free to realize as much liquidity as 
the asset could generate at any time it required. The potential benefits for 
asset/liability management (ALM) alone, in addition to the opportunity cost 
of not doing so, demands an explanation as to why banks do not pursue 
investment in this form. 
 
I think there are two. 
 
First, any insiders or experts needed to manage the assets, and on whom the 
assumed payoffs depend, may demand a controlling equity interest as a 
condition and as compensation for doing so. Related to this is that insiders 
may have an informational advantage or much greater risk tolerance in 
relation to that asset which overcomes their disadvantages relative to banks as 
pure financial investors. 
 
Second, banks are, or believe they are, prohibited from doing so. 
 
I would argue that the social contract under which banks are granted their 
preferred status has an effective caveat. Banks are to be the direct channel for 
monetary policy in the economy. This requires that they invest in real assets 
through fixed claims, namely debt. This means they cannot compete directly 
with non-banks, their “customers”, for who is reserved the equity, and the 
legal ownership and control, of real assets. 
 
Irrespective of the reasons, we readily observe that banks do overwhelmingly 
limit themselves to investment in the form of debt claims. The problem this 
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causes for the economy is that markets will still have their way. If hyper-
competitive commercial banks cannot or will not invest in equity, then the 
market will ensure that equity gives way to the instrument through which they 
can invest, debt. The result is as we have observed. Leverage is constrained 
only by banks’ own desire to maintain the social contract and progressive 
“taxes” on leverage, namely the internalized, as distinguished from 
externalized, share of agency and bankruptcy costs. 
 
Furthermore, the problem is exacerbated, not mitigated, by efficiency in asset 
markets and competitiveness in banking markets. In the most transparent and 
competitive markets for assets the maximization of leverage is always 
observed to be the key determinant of bid price and success. We need only 
consider the private equity, property, project and structured finance markets 
as evidence. 
 
My hypothesis is not mere argument, although it provides a real explanation 
for the ubiquitous observation that “debt is cheap”. I believe it is supported 
empirically by observing an equity premium in the cost of capital of individual 
assets. 
 
Take a partially leveraged asset. Now assume that it is re-leveraged, so the 
original equity investment is replaced with debt and repaid in full as a special 
dividend. In this hypothetical scenario there would remain pinpoint equity 
bearing no risk but a claim on the residual payoffs after debt service. If the 
fixed claims of debt in this fully-leveraged scenario, determined as the 
minimum required by the bank’s standard pricing model, would be less than 
the highest value in the distribution of the firm’s payoffs, then there would be 
an expected windfall payoff to equity. This would represent the equity 
premium implicit in the price of the actual, partially levered firm. 
 
Another way of expressing this is that the equity premium is the discount on 
the price paid for the asset that is attributable to the presence of non-bank 
equity in the capital structure. 
 
Is there an equity premium? My own experience as a banker and my analysis 
of transactions, particularly in the highly competitive and highly leveraged 
project finance and private equity markets, shows a clear equity premium in 
most leveraged transactions. I urge others to conduct their own analysis, but 
the presence of an equity premium would also explain why, almost 
universally, it is equity holders who pursue higher leverage and banks that 
constrain it in competitive markets for assets. Maximizing leverage and 
minimizing equity and thus the equity premium allows a higher price to be bid 
by the combined bank and equity holder team. This is the opposite to what 
would be expected if observed levels of leverage represented an equilibrium at 
which cost of capital was minimized. 
 
So I suggest that the equity premium persists, and is not competed away, 
because asset prices are set in a two–tiered market. Banks compete amongst 
themselves for the debt component on the basis of price and how close to full 
leverage they are willing to go. Non-banks compete among themselves for the 
residual equity piece allowed them by the banks, and for which they receive 
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the equity premium to meet their relatively higher return requirements. 
 
And so high leverage, and the damaging externalities that result, will remain a 
feature of our economy.	
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	1. Many banks today face reduced competition in their markets but cannot fully exploit the lucrative lending opportunities available because of the need to protect their capital ratios without diluting shareholders. This not only represents significant opportunity cost but retards their ability to build capital organically through the profits that would be generated. The Regulatory Capital Swap product could help break banks out of this pro-cyclical trap.
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