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The Bailout Is Robbing the Banks
By JOHN C. COATES and DAVID S. SCHARFSTEIN
Published: February 17, 2009

Cambridge, Mass.

MANY Americans are angry at banks

for taking bailout money while still

cutting back on lending. But the

government is also to blame. For

reasons that remain unclear, the Troubled Asset Relief

Program has channeled aid to bank holding companies

rather than banks. The Obama administration’s new

Financial Stability Plan will have more influence on bank

lending if it actually directs its support to banks.

To see why, it’s important to understand the distinction

between banks and bank holding companies. Banks take

deposits and make loans to consumers and corporations.

Bank holding companies own or control these banks. The

big holding companies also own other businesses,

including ones that execute trades both on their clients’

behalf and for themselves.

It would seem obvious that helping banks, not holding

companies, would be the most direct way to stimulate

bank lending. But when TARP purchased preferred stock

and warrants, it bought them from holding companies,

not their bank subsidiaries.

While TARP has been generous with bank holding

companies, these companies have not been so generous

with their banks. Four large holding companies — JP

Morgan, Citigroup, Bank of America and Wells Fargo — initially received a total of $90

billion in TARP money in the fall, but by the end of 2008 they had contributed less than

$15 billion in equity capital to their subsidiary banks.

The holding companies seem to have invested most of their TARP money in their other

businesses or else retained the option to do so by keeping it in deposit accounts, even as

the capital of their banks decreased. At the same time the banks, which provide the

majority of loans to large corporate borrowers, drastically reduced lending to new
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borrowers.

It’s easy to see why holding companies would withhold capital from their troubled banks.

If a bank is insolvent — as many are now believed to be — and the government has to

take it over, the holding company loses any capital it gave to the bank. Rather than take

that risk, the holding company can opt to spend its money elsewhere, perhaps on trading

of its own.

But this is not a good use of scarce capital. We might end up with too much of this

proprietary trading and too little lending. It also means that when it comes time to

recapitalize banks there is a bigger hole to fill, and when banks fail there is less capital

available to meet the government’s obligations to insured depositors and other creditors.

Keeping money at the holding company may benefit its shareholders, but it is costly for

taxpayers.

Bailouts, at the very least, should reach their target. When Washington wanted to help

Chrysler, it gave money to Chrysler. It did not write a blank check to Cerberus, the

private equity firm that owns Chrysler, in the hope that the money would somehow find

its way to the carmaker and not to the other companies Cerberus owns.

Some politicians, frustrated that the government’s costly interventions have not had their

desired effect, have wanted to mandate higher levels of bank lending. Others have tried

shaming chief executives of financial institutions into lending more, as when

Representative Mike Capuano of Massachusetts admonished eight of them who came

before the House Financial Services Committee: “Start loaning the money that we gave

you. Get it on the street!”

It would be more effective to simply ensure that the Financial Stability Plan is directed at

banks. When the government buys stock, it should buy bank stock. And if it chooses to

buy stock in holding companies, it should at least require that the new capital reaches

the bank and non-bank subsidiaries that the government wishes to support. If the

government chooses to help private investors buy toxic bank assets, as the planned

Public-Private Investment Fund is supposed to do, it should not allow the banks to send

those investments to their holding companies. And if the government decides to

guarantee debt, it should guarantee the debt of banks, not of holding companies.

The Obama administration seems to understand that reviving bank lending is key to

economic recovery. Now it needs to make sure that the banks get the money.

John C. Coates is a professor at Harvard Law School. David S. Scharfstein is a

professor of finance at Harvard Business School.
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