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Are Large Universal Banks Inherently Risky? 

 

Comments by C. Goodhart 

 

 

 

In my lifetime, I have lived through three banking crisis in the UK; 1974/75, 1990/91, 2008/9.  All 

were driven by bad and excessive property-related lending, primarily in commercial real estate, but 

also in housing finance, (though as much outside the UK as inside, e.g. in Ireland and the USA).  

These crises were about 17 years apart.  Perhaps we should pencil in the date of the next banking 

crisis as 2025?  I would be happier for you to treat this last comment as a jest, were it not for the fact 

that not much, certainly not enough, has been done to tackle the fundamental weaknesses of our 

banking systems, certainly not so far on the structural side.   

 

Let me explain.  The key long-term trends in banking in developed economics have been analysed in 

a series of recent papers by Schularick and Taylor.  Their first major finding is that it is mortgage 

lending, rather than other forms of lending to the private sector, that has been responsible for the 

surge in credit expansion in the last three decades, (see Jorda, Schularick and Taylor, 2014).  Their 

second key result is that this surge has driven the growth rate of bank credit expansion well above 

the growth of bank deposits over these same decades (Schularick and Taylor, 2009).  This growing 

gap has been filled by funding from wholesale markets and shadow banking, mostly very short-

dated, made by informed investors, and uninsured.  Even when the interest rate risk is partially 

hedged by variable rate mortgages, this only passes risk on to borrowers.  The growing mismatch 

between long duration mortgages and short duration and flighty wholesale funding has exacerbated 

the fragility of our banking systems.  Securitisation was an attempt to modify this, but, for well-

known reasons, was far less than fully successful. 

 

The banks that precipitated the crisis in most cases were relatively small retail banks, striving for 

increased market share by lowering standards in mortgage markets, banks such as Anglo-Irish, 

Northern Rock, the cajas in Spain, and many examples in the USA and elsewhere.  Admittedly the 

urge for growth is not just limited to such small ‘challenger’ banks; RBS is a sad example of a big 

bank willing to take on risks, perhaps unrealised risks, to become even bigger.  The prime lesson for 

supervisors is to be particularly suspicious of fast-growing banks. 
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In no case of which I am aware did bank trading in derivatives, whether exotic or not, whether for 

their own account or market-making for clients, contribute materially to the insolvencies of the 

Great Financial Crisis (GFC).  As you know, the derivative book at Lehman Brothers was a source of 

profit, whereas the losses came from them warehousing masses of mortgage-backed-securities 

(MBS).  The investment banking functions of universal banks provides useful diversification from the, 

historically much riskier, property and mortgage related functions of the retail arms of such banks.  It 

is a tragedy that the GFC has not led to a thorough reconsideration of the mechanisms of housing 

finance; the recent book by Mian and Sufi on the House of Debt would be a good starting point. 

 

Instead, the focus has all been on the failings and culture of the investment arms of banks.  While 

these failings have indeed been blatant and have massively and (sadly) rightly besmirched the public 

reputation of banks and bankers, they were of secondary importance as drivers of the GFC.  

Moreover all the public commentary is about their risky speculative activities.  In practice, however, 

what investment banking really does is to act as gatekeepers to the broader capital markets, 

facilitating those who want to buy or sell and issue such securities.  A further current mantra of 

policy is to achieve a broader, better capital union in the EU.  This must entail a much larger role for 

investment banking as a corollary.  It will be desirable to insure that there are sufficiently strong 

European banks to do so, unless one is prepared to relinquish the role to US specialists, such as 

Goldman Sachs and Morgan Stanley. 

 

Forcing banks to hive off, or significantly reduce, their role as capital market facilitators is hardly the 

way to achieve this.  And forcing the investment banking part to rely largely on wholesale market 

funding, since retail deposits go to back property related lending, would have the effect of 

weakening both segments.  Moreover, such separation within a holding company framework, as in 

the Vickers Report proposal, does not fully protect the retail operating subsidiary from losses in the 

investment banking subsidiary, (though the greater danger could be the reverse), since, under the 

Single Point of Entry (SPoE) in resolution, the holding company’s capital buffer would get eroded 

equivalently wherever the initial loss arose.   

 

It is a fact that in almost all developed countries, now also including the USA, the greater bulk of 

banking business is done by a small number of large universal banks.  We do not know exactly why 

this has happened, and the regulatory structure, e.g. the implicit subsidy from Too Big to Fail, may 

have played a role.  Even so, the assumption that we, the regulators, know better than the market 

would be dangerous, and any measures to weaken European investment banking capacities, at a 
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time when we shall be needing them more rather than less, is quite likely to have unintended 

consequences. 

 

 


