If Its Too Big to Fail, Is It Too Big to Exist? 

By ERIC DASH
Nearly a century ago, the jurist Louis Brandeis railed against what he called the “curse of bigness.” He warned that banks, railroads and steel companies had grown so huge that they were lording it over the nation’s economic and political life. 

“Size, we are told, is not a crime,” Brandeis wrote. “But size may, at least, become noxious by reason of the means through which it is attained or the uses to which it is put.”

Today, amid the wreckage of the gravest financial crisis since the Great Depression, bigness is one of our biggest problems. Major banks, the Detroit automakers, the financial basket case that is the American International Group — the only reason these giant, sclerotic companies are still standing is that they have been deemed “too big to fail.” 

Or, more precisely, too big to be allowed to fail. Policy makers fear companies like these are so enormous and so intertwined in the fabric of the economy that their collapse would be catastrophic. Hence, all those multibillion-dollar, taxpayer-financed bailouts. 

In its overhaul of financial regulation last week, the Obama administration proposed several measures to try to contain the biggest of America’s big banks. But it stopped far short of calling for the dismantling of those institutions. 

A few Jeremiahs within the administration wanted more. They contended that the biggest banks must be streamlined, and that, in the future, banks should not be allowed to grow to the point where they pose a threat to the financial system. But they are losing a battle to other officials and banking executives who argue that such radical steps would be impracticable and deal yet another blow to the nation’s damaged financial industry. Washington, the argument goes, let banks grow into behemoths in the first place. Now, all of us must live with the consequences. 

But if a company is too big to fail, should it be considered too big to exist? Brandeis worried that the corporate giants of his day would imperil democracy through concentrated economic power. His essays, collected in book form and published in 1914 under the title, “Other People’s Money — and How the Bankers Use It,” helped drum up support for the creation of the Federal Reserve System, antitrust laws and trust busting. 

One dissenter within the administration — Sheila C. Bair, the chairwoman of the Federal Deposit Insurance Corporation — says the government must stamp out the notion that Washington will ride to the rescue if big banks run into trouble. Investors must understand that they will lose money even if the government has to step in, she says. 

“The reality is there are investors and creditors out there that have relied on ‘too big to fail’ to make investment decisions,” Ms. Bair said. “We have to take this security blanket away.”

That is easy to say, but not so easy to do.

“You have to be flexible,” said Andrew Williams, a Treasury Department spokesman. “You have to be clear that there is not a presumption of too big to fail. But you can’t give it up entirely because to do so may not allow you to avoid, in extremis, a major meltdown.” Lawrence H. Summers, the White House economic adviser, says there is no going back to the days of small banks. The financial world has moved on. “I don’t think you can completely turn back the clock,” he said. 

Policy makers argue that shackling some of the very biggest banks with new rules will keep the behemoths from getting into trouble. The overhaul of financial regulation proposed last week by the Obama administration would provide so-called resolution powers that would allow big, complex financial institutions to, in fact, fail and let regulators take them over. The government could then wind down giant financial companies over time, as it does with smaller ones. 

The administration also wants greater regulatory scrutiny and higher capital requirements for financial companies that pose so-called “systemic” threats. Details about these proposals are sparse, but the thinking is that investors would press companies to curb their risks and streamline their operations if bigness had some drawbacks.

That is not enough for some. Paul Volcker, the former Federal Reserve chairman and current White House adviser, for instance, has suggested that the government limit how much money big institutions can wager trading. The way things are now, banks reap profits if their trades pan out, but taxpayers can be stuck picking up the tab if their big bets sink the company. 

Ms. Bair and others argue that the government should impose fees on giant banks to encourage them to operate more carefully and offset some of the costs of rescuing big institutions. The administration’s plan imposes such a charge only after a government rescue occurs. 

Bigness has always been a powerful American theme. But in business, where many executives live by the creed of “Grow or Die,” it is dogma. Devotees of economic Darwinism insist that corporate size, and its accompanying economies of scale, brings progress and benefits to consumers.

But how big is too big to fail? And how would you measure it anyway? In the case of banks and giants like A.I.G. and Fannie Mae, policy makers argue that the interconnectedness of modern finance, as much as the size of the players, is the real issue. The collapse of one big financial company could cascade through the industry. In the case of General Motors and Chrysler, a failure could mean that thousands of jobs — not only at those companies, but at their suppliers as well — could evaporate. 

The too-big-to-fail doctrine, sometimes called T.B.T.F., goes back at least as far as Brandeis’ time, when, in 1914, the Treasury stepped in to provide financial aid to New York City. In the 1980s, when the government rescued Continental Illinois Bank, Stewart B. McKinney, a Connecticut Congressman, declared that the government had created a new class of banks, those too big to fail. The phrase returned and stuck. 

Ben S. Bernanke, the chairman of the Federal Reserve, often uses a wonkish euphemism. He refers to Brobdingnagian banks as “systemically critical” institutions. The Obama administration rolled out another description last week: “Tier 1 Financial Holding Companies.” 

What is remarkable is that, even now, the T.B.T.F. club and some of its members are actually growing, not shrinking. A decade-long run of mergers in the banking industry has concentrated power in fewer hands. Last autumn, when the financial crisis was at its height, policy makers pushed some banks to buy weaker ones to head off failures. (See Merrill Lynch, acquisition of, among others.)

Frederic S. Mishkin, a former Federal Reserve governor from 2006 to 2008, for one, said there could be no turning back on too big to fail. “You can’t put that genie in the bottle again,” he said. “We are going to have to deal with it.” 

