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Findings: 

• Despite critics’ claims, 
the largest banks have 
profoundly changed their 
structure and activities 

• Changes include
 − More than doubling 

loss absorbing ca-
pacity and tripling of 
liquidity

 − Reduced trading ac-
tivity and safer lend-
ing

 − Less market share 
since the crisis due 
to stagnant asset 
growth

• However, boring banks 
have their costs - less 
lending, reduced liquidi-
ty, and risk migration 

With apologies to Upton 
Sinclair, it’s difficult to 

get a politician to acknowl-
edge a fact when their polit-
ical success depends upon 
that fact not being true. Five 
years ago many in Washing-
ton were unwavering in their 
call to make big banks bor-
ing, and by almost any met-
ric, they got what they asked 
for. Yet, today, the cottage in-
dustry of large bank bashing 
is busy pretending they’ve 
failed. Their argument that 
“nothing has changed” says 
more 
about 
their pol-
itics than 
the actual 
facts on 
banking.

The 
changes 
in banks are easy for anyone 
to see. Close your eyes and 
drop your finger anywhere 
on a bank balance sheet 
and it likely looks radically 
different than it did in 2007. 
America’s largest banks have 

With apologies to Upton 
Sinclair, it’s difficult to get 
a politician to acknowledge 
a fact when their agenda 
depends upon that fact not 
being true.

responded to policy pre-
scriptions from Washington, 
often implementing changes 
years in advance of dead-
lines. 

Worse, boring isn’t always 
boring. By discounting or 
ignoring these massive 
changes, critics kill any pub-
lic debate on adjustments.

Politically palatable policy 
doesn’t necessarily mean 
prudent policy. In the end, 
any regulatory frame-

work has 
tradeoffs. 
But what if, 
in some cas-
es, you get 
nothing in 
return? This 
paper ana-
lyzes chang-
es to banks’ 

funding and assets as well 
as provides an overview of 
emerging risks in the finan-
cial system. Russ Grote

Marshall Schraibman
Taylor Thomas
David Wylie
Justin Levine

HPS counts large banks among 
its clients; however, this paper 
reflects the views of the au-
thors alone.
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Fig. 1: Global U.S. Banks' Capital Increased 98 Percent 
Since Mid-2008

Source: Bloomberg, HPS Calculations
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Funding Analysis

Equity: Higher Quality, High-
er Quantity

Following the enactment of 
Dodd-Frank, there have been 
tremendous changes to the 
capital structure of banks, 
most notably in regards to 
the improved quality and 
quantity of equity capital. 
Dodd-Frank implemented 
new capital rules, collectively 
known as Basel III, that have 
not only raised the amount 
of required capital, but 
strengthened the very defi-
nition of what’s considered 
loss-absorbing. Brand new 
requirements like the sup-
plementary leverage ratio 
have also provided addition-
al backstops to ensure banks, 
not taxpayers, absorb losses 
in a crisis.

By any capital metric, big 
banks are much better off 
than they were in 2008. Tier 
1 capital, considered by most 
to be the gold standard for 
loss-absorbing capacity, has 
increased by 98 percent at 
the six largest 
banks since the 
crisis (Fig. 1).  

Even those 
skeptical of 
risk-weighting, 
a regulatory 
process used to 
adjust capital needs based 
on the riskiness of assets, 
can rest easy. Big banks’ 
leverage ratios are also up 
over 40 percent since 2008.

Deposits: The Retail Renew-
al

One factor implicated in the 
financial crisis was the prev-
alence of nondeposit liabili-
ties on bank balance sheets, 
particularly short-term debt. 
While useful for funding 

asset growth 
when deposit 
acquisition 
slows, it can 
pose problems 
in a crisis. If 
credit markets 
dry up and 
short-term 

debt matures, banks find 
themselves with a serious 
funding problem. As Feder-
al Reserve Governor Daniel 
Tarullo notes, “For the largest 
U.S. financial firms, nonde-

posit liabilities today are 
highly correlated with the 
systemic risk measures used 
at the Federal Reserve Board 
to measure interconnected-
ness and complexity.”1

As a result, banks have 
sought to finance more of 
their operations through 
retail deposits. Since the 
enactment of Dodd-Frank, 
the six largest banks have 
increased their retail deposit 
ratio, the ratio of retail de-
posits to total liabilities, by 
43 percent.

 
Retail deposits promote a 
long-term, sustainable fund-
ing structure that ensures 
the integrity of a bank’s 
liquidity position. 

By any capital metric, 
large banks are much 
better off...Tier 1 cap-
ital has increased by 
98 percent.



Moreover, when combined 
with higher equity require-
ments, HPS estimates that 
large banks’ simple leverage 
ratio will effectively double 
from six percent under Basel 
I to 13 percent. 

Funding-Side Conclusion

Banks fund themselves with 
a mix of equity, debt, and de-
posits. Prior the crisis, there 
was too little equity and 
too much debt — especially 
short-term debt. On all three 
of these metrics, we’ve seen 
real progress that shows up 
in stress tests ever year. Yet, 
critics — such as FDIC Vice 
Chair Thomas Hoenig—still 
charge that large banks are 
“woefully undercapitalized” 
and “are the least well capi-
talized of any group of banks 
operating in the United 
States today.”3

Contrary to Hoenig’s state-
ment, two primary measures 
of capital adequacy show the 
largest banks are better capi-
talized than the industry. The 
largest banks’ median Tier 

1 Com-
mon ratio 
is 12.3 
percent, 
ahead 
of every 
other as-
set class. 
The larg-
est banks’ 
median 

Tier 1 ratio is 13.1 percent, 
second only to banks under 
$10 billion in assets (Fig. 3).

Further, this analysis ignores 
long-term debt require-

reported that The Clearing 
House “found that with a 
cushion set at 16 percent of 
risk-weighted assets — the 
low end of the FSB’s pro-
posed range — U.S. banks 
would have been able to ab-
sorb losses 4.4 times greater 
than they 
would 
suffer 
under the 
‘severely 
adverse’ 
scenario 
of the 
Fed’s 2014 
‘stress 
test’ — 
a hypothetical economic 
downturn featuring a 50 per-
cent drop in the stock market 
and an unemployment rate 
that soars above 11 percent.”2
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Fig. 2: The Largest Banks Have Increased Their Retail 
Deposit Ratio By 43% Since The Enactment Of Dodd-Frank

Source: Bloomberg
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From Rolling Short-Term 
Debt To Long-Term 
Convertible Debt

The emphasis on more qual-
ity equity capital extends to 
debt liabilities as well. The Fi-
nancial Stability Board (FSB) 
has outlined total-loss ab-
sorbing capacity (TLAC) rules 
that increase long-term debt 
requirements significant-
ly and require that they be 
convertible to equity during 
a crisis to facilitate a single 
point of entry resolution.

In total, the largest banks will 
be required to maintain TLAC 
levels equal to 18 percent of 
risk-weighted assets by 2022, 
requiring the 30 largest to 
raise up to $1.19 trillion more 
of loss-absorbing securi-
ties. The Wall Street Journal 

...under low end of proposed 
rules — U.S. banks would have 
been able to absorb losses 
4.4 times greater than they 
would suffer under the ‘se-
verely averse scenario’...
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ments, improvements in de-
rivative regulations includ-
ing transparency and margin 
requirements, and other 
asset-side regulations, all of 
which are targeted towards 
the largest institutions.

Hoenig’s calculations are 
based on a method of ac-
counting (IFRS) that is not 
the standard accounting 
method used by the U.S. This 
method badly distorts the 
balance sheets of large fi-
nancial firms that operate in 
derivatives markets to help 
clients hedge their risks.

Using the most widely ac-
cepted U.S. accounting rules 
for all industries including 
the financial sector (GAAP), 
the largest banks’ capital 
and leverage ratios are in a 
strong position when com-
pared to those of communi-
ty banks and regional banks.

Asset-Side Analysis

Washington’s view of boring 
banking has come to bear 
on both sides of the balance 
sheet. The big 
six have gut-
ted trading 
floors, divest-
ed billions of 
dollars in non-
core assets, 
cut employee 
compensa-
tion, and shed 
thousands of legal entities. 
Even lending, convention-
ally thought of as the most 
boring activity, has endured 
significant de-risking.

2013, according to data from 
the International Monetary 
Fund.”

Additionally, “several foreign 
banks that built sprawling 
trading floors in Connecticut 
less than a decade ago are 
now looking to sell the build-
ings or use them for other 
purposes.”4

Unsurprisingly, trading rev-
enue now contributes sig-
nificantly less to firms’ total 
take. This trend is expected 
to continue, as some pro-
visions of the Volcker Rule 
have yet to be finalized.

And it’s not just the volume 
of trading, but also what’s 
being traded that has shift-
ed. Since 2010, total yearly 
average derivative holdings 

Fig. 3: The Largest Bank Holding Companies Are Equally, If 
Not More Capitalized Than Smaller Ones

Source: Due to limitations in data availability, based on Q4’14 reporting 
via Bloomberg
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Trading Down 

The Volcker Rule prompted a 
dramatic reduction in trad-
ing activity across the bank-
ing sector, especially large 
banks. Our analysis finds 
that the big six have re-

duced their 
trading 
assets as 
a share of 
total assets 
by 12 per-
cent since 
2010. 

The New 
York Times 

reported earlier this year 
that, “In 2006, before the 
financial crisis, banks ded-
icated 41 percent of their 
assets to trading—a num-
ber that fell to 21 percent in 

...before the financial 
crisis, banks dedicated 
41 percent of their as-
sets to trading—a 
number that fell to 21 
percent in 2013...
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have decreased by 12 per-
cent while moving to sim-
pler, more stable assets, such 
as Treasuries. 

Further, the Office of the 
Comptroller of the Currency 
(OCC) reported that, “Since 
the peak of the financial 
crisis at the end of 2008, 
major dealers have sharply 
reduced the volume of Lev-
el 3 trading assets...Level 3 
assets peaked at $204.1 bil-
lion at the end of 2008. At 
the end of the first quarter of 
2015, banks held $50.4 bil-
lion of Level 3 assets, down 
15.1% from the first quarter, 
and 19.4% lower than a year 
ago. Level 3 assets are $153.7 
billion lower (75.3%) than the 
peak level from 2008.”5

The same analysis can be 
found when looking at the 
notional amount of credit 
derivatives as banks re-
duce redundancies through 
trade compression. The OCC 
reported that, “Trade com-
pression aggregates a large 
number of swap contracts 
with similar factors, such 
as risk or cash flows, into 
fewer trades. Compression 
removes economic redun-
dancy in a derivatives book 
and reduces both operation-
al risks and capital costs for 
large dealers.”5

It’s also worth noting that 
the Federal Reserve’s recent 
stress test projects the 31 
largest U.S. banks’ trading 
losses would actually be 
70 percent lower than loan 
losses from Q4 2014 through 

Fig. 4: Large Banks Are Holding 12% Less Trading Account 
Assets As A Share Of Total Assets

Source: Bloomberg, HPS Calculations

0

2

4

6

8

10

12

14

16

18
-12%-11%

Q2 2015Q2 2013Q2 2010

Trading Account Revenue/Total Revenue (%)
Trading Assets/Total Assets (%) 

Pe
rc

e
n

t

Trading Account Activity Relative To Total Activity

Fig. 5: Large Banks Are Holding 11% Less Derivatives

Source: Bloomberg, HPS Calculations
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Q4 2016 in a hypothetical 
severely adverse scenario. 
That’s to say, banks’ loan 
portfolios pose significantly 
more risk to financial stabil-
ity than any trading activi-
ties.

By decreasing their focus on 
trading while shifting the 
type and risk of assets they 
remain engaged in, banks 
have been able to reduce 
trading losses significantly. 

Liquidity Up 

Preventing failure during a 
crisis in part means being 
able to meet debt obliga-
tions. That means having 
enough cash on hand, and 
when you don’t have cash, 
having other assets to con-
vert to cash quickly. That’s 
basically liquidity in a nut-
shell.

The amount of liquid as-

sets — cash plus marketable 
securities — held by banks 
has grown enormously. 
Since 2008, the big six have 
increased their liquid assets 
from $480 billion in Q2 2008 

to $1.38 trillion in Q2 2015, a 
threefold increase.

Loan Losses Fall

Even lending, which typical-
ly though likely incorrectly, 
perceived as the safest of 
all banking activities, has 
become safer. Nonperform-
ing loans as a percentage of 
total loans is down 39 per-
cent since the enactment of 
Dodd-Frank. 

This is in part due to higher 
lending standards, but also 
natural economic recovery. 
Yet, commentators trying to 
spot the next loan bubble 
have pointed not at large 
banks, but rather at others’ 
activity in the leveraged 
loan, mortgage, and sub-
prime auto markets.

Bank regulators feared large 

Fig. 6: Trading Losses Projected To Be 70 Percent Lower 
Than Loan Losses In A Severely Adverse Scenario
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Fig. 7: The Largest Banks Have Tripled Their Liquidity 
Position In Response To The Challenges Of ‘08

Source: Bloomberg
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banks were overly invested 
in leveraged loans; however, 
while banks have reduced 
market share to an all-time 
low, non-banks have filled 
the void. The Office of Finan-
cial Research (OFR) found 
that the primary market for 
leveraged loans was dom-
inated by non-banks with 
market share well over 75 
percent. The OFR conclud-
ed, “Non-bank lenders have 
increased their credit expo-
sure significantly since the 
financial crisis and engaged 
in riskier deals than banks 
because of low interest 
rates...In an example of risk 
migration, as banks stepped 
away, asset managers and 
pension funds stepped in. 
One result of this movement 
is a decline in the ability of 
regulators to address reach-
ing for yield and herding 
behavior.”6

Large banks are also backing 
away from the mortgage 
market. A Harvard Kennedy 
School analysis from April 
found that non-banks ac-
counted for more than half 
of GSE-backed 
mortgages – 
almost double 
their share 
from two years 
ago.
 
Quicken Loans’ 
chief econo-
mist Bob Walters likened 
the situation for U.S. banks 
to “picking up nickels in 
front of a bulldozer.” The 
consequences, he says, are 
“first-time homebuyers, 

minorities, [and] low-income 
households, they’re the folks 
getting squeezed out.”7

Lastly, The New York Times 
analyzed the growing sub-
prime auto loan market. 
While the market has grown, 
the New York Federal Re-

serve 
cau-
tioned 
that it is 
still be-
low peak 
levels. 
Howev-
er, when 

they “looked under the 
hood,” it was not banks 
driving these loans, but auto 
finance companies. In fact, 
the largest segment for auto 
loan growth for banks was 

prime borrowers. Banks’ 
share of subprime auto loans 
is only one-third that of auto 
companies. 

The New York Fed concluded, 
“This resurgence in subprime 
loans is stronger among 
auto finance loans, where 
subprime lending is — and 
always has been — more 
prevalent than bank loans.8

Overall, large banks’ assets 
have become more liquid, 
better performing, and less 
connected to areas com-
mentators have argued are 
becoming risky. 

Risk Governance

The improvement in risk 
governance practices has 

Fig. 8: The Largest Banks’ Nonperforming Loan Ratio Is 
Down 39% Since Dodd-Frank

Source: Bloomberg, HPS Calculations
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...non-banks accounted 
for more than half of GSE-
backed mortgages — 
almost double their share 
from two years ago.



Individually, the story gets 
even more complicated for 
critics. Goldman Sachs, Mor-
gan Stanley, and Citi are all 
smaller than they were in 
2007; and not just by a lit-
tle bit. Goldman Sachs is 21 
percent smaller compared to 
what it was in 2007. Morgan 
Stanley is 20 percent smaller, 
and Citi is 17 percent smaller. 

“The banks keep getting 
bigger” is one talking point 
bank critics continue to em-
ploy despite the facts.

Is Boring Always Better?

Undoubtedly, regulatory re-
form has made our financial 
system far safer and resil-
ient. However, rules almost 
always come with trade-offs, 
and on the margins, there is 
a risk that in some instanc-
es the costs outweigh the 
benefits. 

The worry for policy going 
forward is that politicians 
continue to fight the last 
war, ignoring or discounting 

emerg-
ing risks 
that may 
reflect 
poorly 
designed 
regulation 
or unin-
tended 
conse-

quences — not impossible 
given the thousands of pag-
es of rules that came with 
Dodd-Frank. And the fact 
is we are seeing new risks 
emerge.
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also been an integral com-
ponent of creating a more 
boring banking system. A 
Moody’s report has recently 
concluded that “the largest 
global banks have made 
significant improvements to 
their risk governance prac-
tices since 2009.”9 Accord-
ing to Former Senator Chris 
Dodd, banks’ increased focus 
on risk is way ahead of what 
Dodd-Frank requires, and re-
flects “how much the culture 
is changing within financial 
systems.”10

Asset-Side Conclusion 

Critics of large banks are 
not just concerned with the 
quality of assets on banks’ 
balance sheets, but also 
the quantity. Sen. Elizabeth 
Warren told Treasury Secre-
tary Jack Lew that the largest 
banks are “getting bigger by 
the day,” and that they have 

Fig. 9: BHC Asset Growth Since Dodd-Frank Shows Large 
Banks Are Getting Smaller While The Industry Grows

Source: Bloomberg, HPS Calculations
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The worry for policy going 
forward is that politicians 
continue to fight the last 
war, ignoring or discounting 
emerging risks...

grown “substantially” since 
the crisis.11

Looking at bank holding 
company (BHC) data, col-
lectively, the largest BHCs 
median asset size has ac-
tually shrunk by 2.7% since 
Dodd-Frank (the proper time 
period given crisis era merg-
ers, which were designed to 
improve 
stability). 

Mean-
while, 
regional 
banks and 
commu-
nity banks 
asset 
growth 
has topped 20 percent. So 
while our economy, the S&P 
500, the banking sector, 
and other competitors have 
grown, large banks are trend-
ing the opposite direction. 
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This next section details 
three emerging risks that 
merit study from policymak-
ers.

The Risk Incentive

A number of new banking 
rules have not been finalized 
and even 
more are 
still yet to 
be fully 
phased in, 
meaning 
the true 
costs or 
benefits to 
financial stability may not be 
realized for years to come. 
These time periods are not 
just important for banks in 
their transition to a new reg-
ulatory framework, but they 
also provide a period for 
regulators, academics, and 
experts to more fully evalu-
ate their viability.

The supplementary lever-
age ratio (SLR) doesn’t come 
into full force until 2018, but 
has already drawn criticism 
for incentivizing exces-
sive risk taking. Instead of 
risk-weighted assets, the 
rule would enforce a five 
percent capital requirement 
based on total assets, es-
sentially setting the same 
capital floor on every asset 
regardless of its risk. Federal 
Financial Analytics predicts, 
“banks [will] face capital 
incentives to take greater 
credit and trading risk in 
hopes of meeting market 
demand for sufficient return 
to investors.”12

The liquidity coverage ratio 
(LCR) too, which requires 
large banks to carry suffi-
cient liquid assets to cover 
30 days of cash outflows, is 
predicted to bring economic 
risks. Banks will be shifting 
their asset mix toward highly 
liquid securities, like Trea-

suries, 
which 
in turn 
leaves 
less room 
on the 
balance 
sheet for 
other ac-

tivities, namely lending. The 
problem will be particularly 
exacerbated by the yield 
problem - low yields in liquid 
asset portfolios will incen-
tivize banks to chase higher 
yields  through riskier activi-
ties to balance the effect.
As result, 
the econ-
omy takes 
a blow 
to a core 
economic 
engine — 
the ex-
tension of 
credit.

Liquidity Deterioration

One of banks’ most import-
ant contributions to the 
financial system is liquidity, 
ensuring buyers and sell-
ers can transact efficiently 
under almost any market 
condition. Former Treasury 
Secretary Hank Paulson stat-
ed recently, “That’s a very, 
very important role that the 

banks — the big banks need 
to provide.”13

But there is a growing body 
of evidence that new capi-
tal, liquidity, and proprietary 
trading rules are, in part, 
obstructing banks’ ability to 
make markets, raising seri-
ous financial stability con-
cerns. 

Top policymakers are begin-
ning to acknowledge this 
threat. Financial Stability 
Board Chair Mark Carney 
warned in a June speech, 
“The possibility of sharp, un-
predictable changes in mar-
ket liquidity poses a clear risk 
to financial stability.”14 

The notion that many types 
of trading activities are vital 
to a healthy financial system 
will undoubtedly be a tough 

pill for 
many in 
Wash-
ington to 
swallow, 
but it 
doesn’t 
change 
the eco-

nomic reality. Policymakers 
will need to pay close atten-
tion to liquidity indicators 
to ensure regulation doesn’t 
contribute to another crisis. 

Other Emerging Risks

Banks are just one of many 
types of financial services 
companies in the U.S. Mort-
gage lenders, private equity 
firms, hedge funds, specialty 
lenders, and asset managers 

Banks will be shifting their 
asset mix toward highly liq-
uid securities... which in turn 
leaves less room on the bal-
ance sheet for other activities

“An array of both liabilities 
and assets which regulated 
banks once held sway are 
increasingly transferring to 
non-banking institutions...”
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all contribute to the financial 
system and play a role in 
allocating capital.

However, they don’t all op-
erate under the same reg-
ulatory framework. Banks 
in particular face the most 
rigorous and comprehen-
sive set of rules and re-
quirements. And rightfully 
so — they give regulators an 
important view into one of 
the largest segments of the 
financial system. 

But the increasingly narrow 
focus on depository institu-
tions is beginning to have 
a paradoxical effect. Higher 
capital requirements and 
stricter lending standards 
are pushing banks out of 
once-traditional activities, 
including some lending 
segments. The result, we see, 
is the rise of new players in 
various mar-
kets.

OFR’s 2014 
annual re-
port cau-
tioned, “If 
the regula-
tory playing 
field is not 
level across the financial 
system, the shift of certain 
activities to more lightly reg-
ulated sectors could increase 
risk-taking and reduce trans-
parency in market practic-
es.”15

This is already playing out in 
the financial system. In ad-
dition to the leveraged loan, 
auto, and GSE-backed mort-

gage trends discussed earli-
er, a report on the post-crisis 
framework from Federal 
Financial Analytics found, 
“An array of both liabilities 
and assets in 
which regu-
lated banks 
once held 
sway are 
increasingly 
transferring 
to non-bank-
ing institu-
tions [...]”16

Dodd-
Frank Is Here To Stay

Let’s be clear: this does not 
mean gut Dodd-Frank. The 
core of Dodd-Frank — higher 
and better quality capital, 
improved liquidity, resolu-
tion, stress tests, living wills, 
and so on — is here to stay. 

Many of 
these re-
forms have 
been over-
whelmingly 
beneficial 
to the 
financial 
system. 
Undue risks 

are a problem, but so is no 
risk, which would lead to 
lower economic growth. In 
the end, it always important 
to remain cognizant of the 
ultimate goal: a safer finan-
cial system that support 
sustainable growth, and in 
pursuing this goal, boring is 
not always better. []

Notes:

All data not specifically cited in the 
text of the paper is from Bloomberg 
and based on HPS calculations.
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