
Regulation of Bank Capital: 
An Evaluation 

Shrinking profit margins in the 1980s may well make it 
increasingly difficult for banks to maintain currently required 

capital ratios. Regulators should consider innovative 
alternatives, such as the equal marginal capital approach 

or the deregulation of large institutions. 

Introduction 

How much capital should a commercial bank 
have to ensure its own health and the health of 
the banking system? The question has been the 
subject of increasingly vigorous discussion in 
the industry and its regulatory agencies.1 The 
regulators impose minimum capital ratios on 
banks to ensure that public confidence in 
financial institutions remains high. Banks, on 
the other hand, argue that they are hurt by the 
requirements, since they must retain significant 
portions of their earnings or raise capital in 
direct competit ion wi th unregulated firms. 

Determining what are adequate capital levels 
in commercial banking organizations is a com-
plex and difficult problem. The debate has 
centered on two major issues. First, what are 
adequate levels of capital for each bank and 

'The Federal Reserve regulates state chartered member banks, the Comp-
troller of the Currency regulates national banks, and the FDIC regulates 
state chartered nonmember banks. Various states also actively enforce 
capitai requirements on their institutions. 
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bank holding company, and for the banking 
industry? Second, how should achievement of 
adequate capital levels be ensured? Should 
regulators set ratios for the entire industry or 
for large groups of similar banks? Should stan-
dards be tailored to the individual bank? Alter-
natively, could private financial markets rather 
than regulators be relied upon to determine 
capital adequacy? 

At the base of the debate between regulators 
and the banking industry are the different 
objectives of the two groups. The regulators 
are concerned wi th maintaining the soundness 
of the entire banking system. Traditionally, 
regulators have argued that bank failure is 
"contagious." In other words, failure of one 
institution could create difficulties for other 
financial institutions if it causes depositors and 
other creditors to lose confidence. Capital 
requirements act as a form of insurance against 
failure. 

An individual banking organization's view of 
capital, on the other hand, is strongly influenced 
by the increasingly competit ive financial mar-
kets in which banks operate. Commercial banks 
and their parent companies compete for funds 
with firms operating under less severe regulatory 
constraints. Banks often argue that regulators 
force them to maintain excessive levels of 
capital.2 As a result, commercial banks are 
placed at a competit ive disadvantage.3 

'Anthony M. Santomero and Ronald D. Watson, "Determining an Optimal 
Standard for the Banking Industry," Journal of Finance, September 1977, 
pp. 1267-1281. 

3lt is possible that this disadvantage is offset by other forms of regulation, 
especially limitations on competition and the provision of government 
supported deposits insurance. 

These disagreements reach the heart of sev-
eral issues vital to bankers. Competition between 
large banks and small banks, between domestic 
banks and foreign banks, between banks and 
nonbank providers of financial services is signif-
icantly influenced by the capital levels that 
these institutions hold. The ability of banking 
organizations to expand their services and 
geographic service areas is constrained by 
regulators' views of what is adequate capital. 

Why the Capital Issue is Important 

Three recent developments in the financial 
industry make it crucial for banks and their 
regulators to resolve the capital issue. First, 
capital levels are falling (Table 1), a fact which is 
unsettling to banks and regulators. Historically, 
remember, regulators have tended to accept 
the view that less capital in the industry means 
greater risk exposure for the financial system.4 

Second, capital levels vary by banking firm 
size (Table 2). Larger banks generally have lower 
capital ratios than smaller banks. Higher capital 
at smaller banking organizations may result from 
several forces; regulation is important among 
these. There is no doubt that bank regulators 
require higher capital-asset ratios in smaller banks. 
While this may have been a reasonable approach in 

"There is no doubt that, other things being equal, reduced capital levels lead 
to a higher incidence of failure within the banking industry. As capital levels 
fall, the probability increases that banks will suffer losses that force them 
into bankruptcy. For an excellent discussion of this, see Santomero and 
Watson, op. cit. The entire industry could still be safer, however, if the 
probability of capital being needed has fallen at a faster rate because of 
safer portfolios or less volatility in the economy. It isquite unlikely that this is 
the case, especially in recent years. 

What is Capital? 

Financial analysts and accountants look on 
capital as owner's equity in the banking firm. 
Conceptually, it is the book value (the value 
shown in the firm's own accounting statements) 
of the firm's assets, less the book value of its 
liabilities. If market values were equal to book 
values, capital would represent the net value 
after the firm's assets were liquidated and the 
depositors and other creditors were repaid. 

Some bank regulators have permitted banking 
firms to consider subordinated notes and deben-
tures as an additional source of capital for the 
regulators' purposes. Recently the Federal Reserve 
Board and the Office of the Comptroller of the 
Currency have agreed on a definit ion of capital 

that divides capital into two parts on the basis of 
its permanence. Those sources of funds that have 
no due dates—common and perpetual preferred 
stocks and convertible debt that must be converted 
into stock, surplus, undivided profits, and certain 
reserves—are called primary capital. Limited-life 
preferred stock and subordinate notes and deben-
tures—sources of funds wi th due dates—are 
called secondary capital if they have an original 
maturity of more than seven years and are phased 
out of the banking firm's capital as their maturity 
approaches. Secondary capital is counted only 
up to 50 percent of primary capital. 

Except where otherwise noted, the discussion of capital in the rest 
of this article will be in terms of primary capital. 
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Table 1 
Changes in Capital Ratios* 1970-1980 

Banks in Sixth District States 

Equity to Equity to 
Year Total Assets Risk Assets 

(percent) (percent) 
1970 7.7 10.8 
1975 7.7 9.9 
1980 7.4 9.6 
Source: Federal Deposit Insurance Corporation: Bank Operating Statis-

tics 1980, 1975, 1970 

'Average weighted by assets 

Table 2 
Equity Capital to Assets 

Banks in Sixth District States 
1980 

Equity to Equity to 
Asset Size Total Assets Risk Assets 
(million $) (percent) (percent) 
Under 10.0 11.2 14.6 
10.0 to 24.9 9.1 11.3 
25.0 to 99.9 8.2 10.3 
100 or more 6.7 9.0 
Source: Federal Deposit Insurance Corporation: Bank Operating Statis-

tics 1980 

light of risks inherent in small banks, the small 
banks argue that the policy places them at a 
significant competit ive disadvantage. 

Third, capital requirements imposed by reg-
ulators may be restricting banking firms' growth. 
As their assets grow over time, banking firms 
must make additions to their capital accounts 
commensurate with their growth or else face 
declining capital to asset and capital to risk 
asset ratios. To rectify this, they may sell common 
or preferred stock. They may also add to equity 
by retaining earnings in the firm. In practice, a 
substantial portion of banking firms' earnings are 
not distributed, but are retained in the bank. 

The market for banking firms' stock has been 
depressed for many years. Most small firms 
find it difficult to sell additional shares. Thus, 
they prefer to retain earnings. The capital 
formation rate (shown in Table 3) provides a 
measure of the ability of banks to generate 
capital funds internally through retaining earn-
ings. This rate is defined as net income after 
taxes, less dividends, relative to equity capital. 
The rate is not excessive for commercial banks 
in the Sixth District, relative to growth in assets. 
Banks in the most rapidly growing states in the 
District are least able to generate sufficient 
funds internally to maintain their asset growth. 

Smaller banking firms must either have greater 
earnings, or retain a greater percentage of their 
earnings, in order to maintain higher capital 
ratios. In competit ive markets in which small 
banks compete directly with larger banks, it is 
unlikely that earnings rates will be higher. 

BANK CAPITAL RATIOS 
IN SIXTH DISTRICT 

Aggregate capital ratios for recent years for com-
mercial banks in the Sixth Federal Reseive District 
are presented in Tables 2 and 3. In these Tables, 
equity capital is defined to exclude subordinated 
notes and debentures. In Table 2, the ratio of capital to 
assets is indicative of the total leverage of the banking 
firm. It represents the percentage of the bank's assets 
purchased with funds invested by stockholders. The 
remaining assets were purchased with funds from 
depositors or other creditors. The greater is the stock-
holder share of investment, the less likely is the bank 
to be unable to meet the demands of its depositors 
and other creditors. 

On average, the capital asset ratio is 7.4 percent. 
Therefore, 92.6 percent of assets are purchased by 
debt. While this is extraordinarily high relative to most 
business or manufacturing firms, many other financial 
firms are leveraged to an even greater degree. 

The ratio of equity capital to risk assets in Table 3 
more narrowly considers the role of capital as a buffer 
to protect depositors and other creditors against 
losses on loans and other risky assets held by the 
bank. Losses that exceed capital in magnitude will 
force the bank into bankruptcy. In this event, creditors, 
uninsured depositors, and the FDIC representing 
insured depositors will not receive full value on their 
funds held at the bank. 

Risk assets are defined as total assets less risk free 
assets. Risk free assets are cash, balances due from 
other banks, and holdings of government securities* 
The capital to risk asset ratio focuses on the value of 
capital as a buffer against losses on the value of 
assets. 

*Of course losses may also occur resulting from a mismatch of asset and 
liability maturity structures. In that event, the government security 
portfolio does not play a role in the risk exposure of the bank as changes 
in interest rates and liquidity needs may force sales at market values 
below book value. 
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Table 3 

Median Capital Formation Rates 
Sixth District States and U.S. 

1980 
Capital Formation Increase in 

Area Rate Total Assets 
(percent) (percent) 

Alabama 8.8 6.8 
Florida 8.1 13.8 
Georgia 9.6 5.7 
Louisiana 11.2 14.4 
Mississippi 10.4 8.3 
Tennessee 8.0 7.9 
United States 8.2 9.7 
Source: Federal Deposit Insurance Corporation: Bank Operating Statis-

tics 1980 

Therefore, they must retain earnings at a greater 
rate through reduced dividends. A lower divi-
dend rate wil l tend to reduce the value of the 
bank to the shareholders. 

Capital From the Bank's Perspective 

From the banking firm's point of view, capital 
has two functions other than satisfying reg-
ulatory requirements. First, since losses may be 
charged against equity, but not against debt, 
wi thout causing the bank to fail, equity capital 
serves as a buffer against losses. This role of 
capital is most critical to the uninsured deposi-
tors and other creditors. Insured depositors are 
protected by the deposit insurance fund (FDIC), 
and are likely to be indifferent to the intricacies 
of the capital issue. Uninsured depositors and 
other creditors do not have this protection and 
must look to capital accounts as buffers to 
protect them against losses.5 

The second role of capital within the banking 
firm is as a source of funds, similar to deposits, 
notes, and other forms of debt. It has certain 
attributes that are attractive to banks. It has 
infinite maturity and requires no fixed payment 
of interest as does debt. In terms of asset-
liability maturity structure of the firm, it plays 
an important role.6 However, capital as a source 

of funds is expensive compared to non-capital 
sources. The costs of generating new capital 
are substantially higher than the costs of raising 
funds through alternative sources. Dividends 
on equity are not deductible from taxes whereas 
interest on debt is. For this reason, capital may 
cost twice as much (in terms of investor return) 
as other debt. 

In order to determine its capital level, the 
management of a banking firm must balance 
the costs of capital against the benefits of 
capital as a buffer against losses and a source of 
funds. So long as uninsured depositors are 
aware of the bank's leverage and associated 
risk and require compensation for depositing 
funds in riskier institutions, banking firms will 
f ind that overall costs of funds rise after their 
capital-asset ratio falls below a certain level. 
The capital level at which costs of funds begin 
to rise is the one which the bank should choose. 
This ideal level, however, may not coincide wi th 
regulatory requirements. As a result, banks are 
unhappy with the present system. 

Capital From the Regulatory Perspective 

The regulatory agencies are charged with the 
responsibility of maintaining a safe and sound 
commercial banking system for at least two 
major reasons. Demand deposits are the largest 
element of the nation's money supply. Failure 
of a bank or its parent holding company could 
weaken public confidence in the safety of their 
deposits in commercial banks. If weakened con-
fidence led bank customers to withdraw their 
deposits from other banks, a widening circle of 
failures could lead to both significant decline in 
the nation's money supply and to disruption of 
financial markets.7 

Ideally, regulators should set minimum capital 
levels for each firm individually based on the 
firm's risk of failure and the impact of its failure 
on financial markets. The bank examination 
process does allow for fitting capital require-
ments to the characteristics of the individual 
bank. This fitting, however, has been highly 
judgmental and generally has ignored the social 
costs of failure of the individual bank. Because 
of the high costs of determining such risks for 
each institution, federal regulatory agencies 

5Of course, their primary protection is the ongoing nature of the bank, the 
safety of its assets and the flow of income from all the bank operations that 
normally would be sufficient to offset any specific losses. 

6For an analysis of optimal capital from this perspective see John Pringle "The 
Capital Decision in Commercial Banks," Journal of Finance, June 1974. 

'Robert C. Clark, "The Soundness of Financial Intermediaries," Yale Law 
Journal, Vol. 86, No. 1, November 1976. 

38 MARCH 1982, E C O N O M I C REVIEW 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

March 1982



have placed banking firms into categories which 
are to some degree grouped by their relative 
soundness. Target capital ratios were initially 
set for banks within each group. The targets 
were then adjusted to reflect specific consid-
erations for the firm. 

Until late in 1981, the Federal Reserve and 
the Comptroller of the Currency applied this 
approach in two separate ways. The first, gen-
erally adhered to by the Federal Reserve and 
the FDIC, was to set ratios of capital for similar 
sizes of banking firms. With in each size class, 
firms were expected to maintain target levels 
of capital relative to assets, deposits, or risk 
assets. For many years, the Federal Reserve 
used an elaborate version of this approach in 
which capital targets were based upon the 
asset and liability portfolio composition. The 
relative weights for required capital for each 
category of assets and liabilities were somewhat 
arbitrary. They were roughly based upon the 
loss experience of the 1930s.8 

An alternative approach, developed by the 
Comptroller of the Currency, was to group 
banks into homogeneous classes based upon 
size, branches and the degree of competit ion 
in their markets. Each bank was then expected 
to maintain capital ratios consistent with the 
average bank within its peer group. Over time, 
as banks below the average are required to 
increase capital, their ratios would tend to rise. 
This approach was based upon the current 
actual levels of capital within this group and, if 
the entire group has too much capital, requiring 
each bank to achieve the average is effectively 
requiring each to have too much capital. Alter-
natively, the entire group may have insufficient 
capital, resulting in targets being set too low for 
each bank within the group. In reality, the peer 
group levels were lower for the larger banks 
since they are based on current levels. Therefore, 
larger national banks were required to hold 
less capital. 

New Regulatory Policies 

Late in December of 1981, each of the three 
federal bank regulatory agencies made specific 
policy statements about its approach to capital 
adequacy. The Federal Reserve and the Comp-

8For a description of the ABC formula, see Ronald D. Watson, "I nsuring Some 
Progress in the Bank Capital Hassle," Federal Reserve Bank of Philadelphia, 
Business Review, July, August 1974, pp. 3-18. 

trailer of the Currency together announced 
capital guidelines for the banking organizations 
they supervise; the Federal Deposit Insurance 
Corporation announced a separate policy. 

The four principal features of the Federal 
Reserve-Comptroller plan are (1) basing capital 
requirements on bank size, (2) accepting subor-
dinate notes and limited-life preferred stock as 
capital, (3) treating the largest firms individually, 
and (4) continuing to consider the specific situa-
tion of each institution within the broader frame 
of the guidelines. 

This policy divides banking firms into three 
groups, on the basis of size. The first group is 
made up of 17 large multinational firms—all 
bank holding companies wi th assets of more 
than $15 billion. These large firms have no 
specific capital requirements; however, the super-
visory agencies stated that they expected the 
long-term decline in capital in these organizations 
to be reversed under the new policy. Each 
institution is, however, to be subject to separate 
special analysis. 

The second group—those banks with assets 
of $15 billion to $1 billion—called regional 
banks—are subject to somewhat less strict 
capital requirements than the third group, 
firms with assets of less than $1 b i l l i o n -
community banks. With in each group of banks 
three "zones" of capital were established: "ade-
quately capitalized," "possibly undercapitalized," 
and "presumed undercapitalized." Banking firms 
falling in the first zone are presumed to have 
acceptable capital. Banks in this category receive 
no special supervision. Firms falling in a range of 
capital asset ratios below that which is acceptable 
are thought to have inadequate capital and are 
subject to extensive contact with the regulator 
and are required to submit capital plans that are 
acceptable to the regulator. Banks with very low 
capital, in zone 3, are continuously supervised. 

Unlike the policy of the Federal Reserve and 
the Comptroller of the Currency, the FDIC 
policy does not count subordinate debt or limited-
life preferred stock as capital.This policy does not 
base capital requirements on firm size, but since 
nearly all banks that the FDIC supervises have 
assets below $1 billion, the policy differs little 
from that of the other agencies in that respect. 
The FDIC policy also establishes three categories 
similar to zones in the policy of the other agencies. 
Its requirements are summarized in Table 4. 

FEDERAL RESERVE BANK OF ATLANTA 39 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

March 1982



Table 4 

Standard Capital-Asset Ratios 
in Newly Announced Policies of the 

Federal Regulatory Agencies 
Capital Asset Ratios (percent) 

Federal Reserve-Comptroller* FDIC*' 
Zones Regional Banks Community Banks All Banks 

A c c e p t a b l e 6.5 or more*** 7.0 or more**** 6.0 or more 
Possib ly 

under -
cap i ta l i zed 5.5 to 6.5 6.0 to 7.0 5.0 to 6.0 

Under-
cap i ta l i zed Less than 5.5 Less than 6.0 Less than 5.0 

"May include certain debentures and limited-life preferred stock. 
"May not include debentures or limited-life preferred stock. 

'"Primary capital must be greater than 5.0 percent of assets. 
""Primary capital must be greater than 6.0 percent of assets. 

Rough estimates of the impact of the new 
capital policy of the Federal Reserve and the 
Comptroller indicate that the vast majority of 
regional and community banks have acceptable 
capital-asset ratios and that only a small propor-
t ion of these banks have capital-asset ratios 
low enough to warrant continuous supervision. 
There is a slightly lower proportion of regional 
banks in the acceptable zone and slightly 
greater proportion of regional banks in the 
unacceptable zone. 

In adopting the new capital policy, the Office 
of the Comptroller appears to be withdrawing 
from the peer group approach that it developed 
in the mid-1970s. That approach failed to 
reverse the long-term decline in capital-asset 
ratios. It may, indeed, have been a casualty of 
that decline since it compared each bank with 
an average bank and capital in the average 
bank was generally declining. 

Should Capital Requirements 
be Based on Bank Size? 

These capital-adequacy guidelines based on 
size are not above attack, however. Distinc-
tion among groups of banks, especially on the 
basis of size, has been widely challenged by 
the industry. Size distinctions have generally 
been based on the argument that larger firms 
are safer. However, the probability of failure is 
complexly related to the size of the banking 
firm. Wi th similar asset portfolios, larger banks 
would have less risk exposure because they 

have potentially greater diversification. Similarly, 
they are less exposed to the risks of losses 
brought about by sudden liquidity needs. 

Although it has access to the federal funds 
market and to some interest-sensitive deposits, 
a smaller firm facing a reduction in deposits 
may be forced to sell assets. If interest rates are 
unfavorable, this could entail losses as the 
securities would be sold at a discount. Larger 
firms have access to Eurodollar markets, large 
certificates of deposit markets and other forms 
of borrowing and therefore can avoid some of 
this risk. Additionally, regulators have argued 
that larger firms have been able to attract a 
more sophisticated management. 

Despite these factors, many larger firms be-
have in ways that may increase their risk. They 
hold different portfolios from smaller commun-
ity banks. They typically hold large commercial 
and international loans not found on smaller 
banks' books. Even though access to financial 
markets reduces the risk of disintermediation, 
the cost of large firms' liabilities is more volatile 
as they must pay the market rate for a large 
percentage of their funds. Thus, the net rela-
tionship between size and soundness is unclear; 
there are strong, conflicting forces operating in 
each direction. 

In addition to the financial cost of failure, 
regulators face the question of how to deter-
mine the social cost of failure. There is little 
doubt that the likely social costs of failure are 
higher for larger institutions. They are more 
visible. They have larger proportions of uninsured 
deposits and other forms of debt, thereby increas-
ing the probability of a change in expectations 
leading to panics. Their portfolios tend to be 
similar. If one large firm is in trouble, investors 
and depositors are more likely to see their 
institution has a similar asset-liability structure 
and may be vulnerable. Their larger size relative 
to the FDIC insurance fund may change general 
expectations regarding the safety of deposits.9 

Policy Options 

There are several additional options for deal-
ing with the capital problem. They range from 
maintaining the status quo to letting the financial 

"The Federal Deposit Insurance Fund was 11.6 billion on December 31, 
1981. Each of the largest 230 banks had total assets exceeding 1.0 billion. 
A failure of any one of these size firms would have a strong impact on the 
FDIC reserve fund. See Federal Deposit Insurance Corporation, Annual 
Report, 1980. 
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"Rapidly changing competitive forces 
may well make maintenance of 
size-related capital standards difficult 
during the next several years." 

markets regulate capital. Intermediate propos-
als include developing a more sophisticated 
analysis of the probability and social cost of 
failure and adopting a new concept of equal 
marginal capital requirements for all firms. 
Let's look briefly at the major alternatives. 

A. Maintain the Present System 

The present system provides size related 
capital guidelines administered with cognizance 
of each individual bank's characteristics. Its 
flexibility is an advantage, particularly if regula-
tors make advances in their systems for analyz-
ing risk in financial institutions. 

However, rapidly changing competitive forces 
may well make maintenance of size related 
capital standards difficult during the next several 
years. Banking's stable profits and protected 
markets have attracted non-depository firms 
from less stable industries into markets for finan-
cial services such as transactions accounts, t ime 
deposits, and commercial and consumer lending 
where banks had held a dominant position. 
Other new competitors for banks in several 
product markets have arisen through the Monetary 
Control Act of 1980 which expanded powers 
of thrift institutions and credit unions to such 
an extent that they are able to join banks as 
providers of a full line of consumer financial 
services. In addition to these breaks in product 
and industry barriers, breaks are occurring in 
geographic barriers. Nonbank institutions and 
large banks are expanding their service areas 
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across state lines, entering local markets in 
many parts of the nation in competit ion with 
local banks. These factors are likely to increase 
the number of competitors in markets in which 
banks offer services and, as a result, to put 
downward pressure on bank profits. Lower 
profits will mean fewer internally generated funds 
to increase bank capital and diminished ability of 
banks to go to the capital markets. Consequently, 
banks will have even greater difficulties in gener-
ating sufficient new capital to meet regulatory 
requirements through retained earnings. 

If earnings decline, the end result of maintain-
ing strict size-related guidelines wil l be a sub-
stantial shift of activity away from the commercial 
banking system. The market-regulated sector, 
free from size-related capital guidelines and 
from their growth restrictions, wil l be able to 
grow at the expense of the commercial banking 
sector. At the same time, in the future smaller 
firms wil l likely lose market share to larger ones 
as the smaller banks continue to be placed at a 
competit ive disadvantage and as larger firms 
expand the geographic scope of their operations. 

The size problem of the present approach 
may be particularly critical for all banking 
organizations in the Southeast. Southeastern 
organizations increasingly are facing direct 
competit ion in commercial and international 
lending and deposit markets from large money 
center and foreign banks and from nonbank 
institutions. Most of these institutions have 
much greater leverage than even the largest 
regional banks. Consequently, they can operate 
with smaller margins between the cost of funds 
and loan revenue, and still return equal or even 
higher levels of profits to their stockholders. 
With this advantage, their share of the commercial 
and international markets is likely to increase 
unless size-oriented capital regulation is restruc-
tured. 

B. Improve Financial Analysis 
to Determine Capital Levels 

Many analysts have argued that a more sophis-
ticated system of capital determination would 
eliminate many of the present system's prob-
lems. Such a system would be an extension of 
the present system toward the ideal of accu-
rately calculated requirements for each bank 
based on its own characteristics. This approach 
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would require advances in knowledge of the 
factors that determine the soundness of financial 
institutions. 

If the system could be improved in this way, 
it would better enable the regulators to identify 
institutions wi th high probabilities of failure 
and to require more capital in them. The 
competit ive advantage would more certainly 
go to those firms that are in fact safer.10 

Current research in this area is quite promising. 
Analysts are improving their ability to identify 
banks that are likely to face difficulty in the 
new environment. They focus on levels and 
trends in key financial variables in the bank.11 

New developments in pricing of contingent 
claims may be very useful in this regard.12 

Better financial analysis of banks would not 
avoid the current system's failure to consider 
the social cost of bank failure in setting capital 
requirements. However, present knowledge of 
these costs is inadequate for more than a very 
broad generalization about costs of failure. 
One can be fairly certain that the social costs of 
failure—the shakeup of public confidence in 
the financial system—rise with the size of the 
failing bank. Beyond that, there is no quantitative 
evidence on this problem and no formula for 
reflecting the social cost in capital requirements. 
Considerable study would have to precede 
allowing for the social cost of failure in setting 
capital requirements. 

C. Require Equal Marginal Capital Levels 

The equal marginal capital requirement would 
set the same capital adequacy levels for every 
bank in relation to additional assets. It would 
accept the fact that capital levels now differ. 
However in the future, all firms would be 
treated equally. Each would have to add an 
equal amount of capital for every dollar's growth 
in total assets or risk assets.13 

This approach would have two primary implica-
tions. First, it provides competit ive equality at 

10An alternative approach would be to vary the deposit insurance premium 
with the degree of risk. 

'1 See Joseph H. Sinkey, Jr, "Problem and Failed Banks, Bank Examinations, and 
Early Warning Systems: A Summary," in E. I. Altman and A W. Sametz, 
Financial Crisis, New York: John Wiley and Sons, 1977. 

"Robert Merton, "An Analytic Derivation of the Cost of Deposit Insurance and 
Loan Guarantees: An Application of Modern Option Pricing Theory," 
Journal of Banking and Finance, Vol. 1,1977, pp. 3-11. 

'3For an excellent discussion of this approach, see Thomas B. Walker, 
"Regulating Capital at the Margin," Mimeo, Southeast Banking Corporation, 
Miami, 1981. 

"Deregulation of capital 
may be a viable option, at least 
for a large banking organization." 

the margin. No organization would have a com-
petitive advantage in expanding its activities 
based upon its ability to leverage to a greater 
degree than other firms. Second, the marginal 
capital approach wil l move all firms toward the 
same average level of capital. For those whose 
existing capital ratios are higher than the marginal 
ratio, capital ratios wil l tend to fall. Conversely, 
those wi th lower ratios who must add more to 
the capital than they have in the past will f ind 
their average ratios increasing. 

This approach, however, fails to consider social 
costs of bank failure and it requires regulators to 
set a single marginal capital ratio that is applicable to 
the entire industry. By arbitrarily setting equal 
capital requirements for all institutions, it penalizes 
the safer institutions. 

D. Deregulation 

The final option is to deregulate capital 
totally. This view would be consistent with 
many policies that have been adopted in other 
industries in recent years. The regulators would 
simply rely upon private financial markets to 
monitor the riskiness of each bank or its parent 
holding company relative to its capital levels. 
Banking firms would be free to choose the level 
of capital that gives them the minimum cost of 
funds. 

There are three distinct problems wi th this 
approach. First, banking firms acting without 
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regulation could not be expected to consider 
the social cost of bank failure in setting their 
capital levels. I n the case of small firms, this is 
unlikely to be a major disadvantage to the 
public; however, large banking firms with high 
visibility may have large social costs of failure. 
Omission of these costs in setting their capital 
under a deregulated system could result in 
deficient capital from the public's perspective. 
As discussed earlier, however, no other present 
or proposed system formally factors in these 
costs. 

Second, the stocks and uninsured liabilities 
of most small banking firms are not traded 
actively. Therefore there wil l be no continual 
monitor and barometer of the financial condition 
of the institution. Other regulations would be 
necessary in this instance. 

Third, for deregulation to be a viable ap-
proach, the financial markets must penalize 
firms that take on too much leverage. It is not 
fully established that the market does penalize 
banking organizations that expand their leverage. 
Earlier studies, in fact, concluded that leverage 
had no impact on stock prices.14 Later work 
based on the decade of the 1970s suggests 
market prices of stock and uninsured liabilities 

do change in reaction to different levels of 
leverage within large publicly traded bank 
holding companies. Therefore, deregulation of 
capital may be a viable option, at least for large 
banking organizations.15 

Conclusion 

In summary, capital adequacy has often been a 
bone of contention between the banking in-
dustry and its regulators. It is quite likely that 
increased competit ion in the 1980s will shrink 
profit margins and will make it increasingly 
difficult to maintain current capital ratios. 

Regulators should give strong consideration 
to improving the present size-related system of 
determining capital adequacy. The present 
approach is likely to cause increasing difficulties 
as financial markets become integrated with all 
firms offering similar products. At a minimum, 
greater effort should be expended in develop-
ing a more objective system of financial analysis. 
In addition, the regulatory agencies should 
give full consideration to innovative proposals, 
such as the equal marginal capital approach or 
deregulation of large institutions. 

—Arnold A. Heggestad 
and B. Frank King 

Note: William Estes and Caroline Harless made valuable comments on an earlier draft of this article. 

"•See, for example, Richard Pettway, "Market Tests of Capital Adequacy 
ofLarge Commercial Banks," Journal of Finance, June 1976, pp. 865-875. 

15See for example, Beishely, H. Prescott, "The Risk Perceptions of Bank 
Holding Company Debtholders," Journal of Bank Research (8), Summer 
1977, pp. 85-93; Herzig-Marx, Chayim,"Comparing Market and Regulatory 
Assessments of Bank Regulation," Proceedings of a Conference on Bank 
Structure and Competition, Federal Reserve Bank of Chicago, 1977; 
Pettway, Richard H. "Potential Insolvency, Market Efficiency and Bank 
Regulation of Large Commercial Banks," Journal of Financial and 
Quantitative Analysis (15), March 1980, pp. 219-236. 
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