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P R E FA C E  T O  T H E  2 0 2 4  E D I T I O N

The global banking system was so fragile in 2007–2009 that it was unable 
to withstand the impact of the decline in U.S. housing prices. The break-

downs of financial institutions and the declines in asset prices  were  stopped 
only when central banks and governments provided massive bailouts and 
supports. We wrote this book to explain why the system had become so frag-
ile and how it had broken down, and to advocate for better rules. The fragility 
was the result of distorted incentives and poorly designed rules. Reforms 
 after the crisis did not remove the major flaws. The “reformed” rules  were 
still poorly designed and did  little to reduce the fragility of the system. They 
still enabled bankers to profit at the expense of  others. We realized that, with-
out broader understanding and engagement, the politics of banking pre-
vented effective reform. To broaden the set of participants, we sought to cut 
through the confusing jargon and explain the issues so they are accessible to 
all. Our title, The Bankers’ New Clothes, indicates that many of the claims 
made in this discussion are deeply flawed.

Since the book came out in early 2013 we have kept advocating for better 
rules, but the politics of banking continued to prevent pro gress. Once public 
attention was diverted to other subjects, banking regulation even moved 
backward rather than forward. The absence of a major crisis between 2013 
and 2022 made bankers and politicians complacent. They liked to boast that 
banks are “strong,” that the financial system is safe, and that new rules for 
dealing with failing banks have eliminated the “too- big- to- fail” prob lem. 
However, the seeming stability of financial systems between 2013 and 2022 
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x         PREFACE TO THE 2024 EDITION

was due to the favorable overall economic environment  after 2013 and to the 
massive supports that governments and central banks provided to the econ-
omy and to asset prices during the COVID pandemic. Moreover, on several 
occasions the authorities went out of their way to avoid applying the new 
rules for dealing with failing banks, even for smaller banks. We still have too- 
big- to- fail institutions. Many of them have become even bigger.

Events in 2023 exposed the promises of “no more bailouts” made by bank-
ers, politicians, and regulators since 2010 as vacuous. The U.S. government 
provided guarantees for tens of billions in uninsured deposits of the failed 
Silicon Valley and Signature Banks, and it engaged taxpayers in a loss- sharing 
agreement with JPMorgan Chase in the sale of the failing First Republic 
Bank. Many banks may be insolvent, but are kept alive by the Federal Reserve’s 
new lending programs. Taxpayer- backed guarantees are also involved in the 
government- engineered takeover of one of two  giant banks in Switzerland, 
Credit Suisse, by the other one, UBS.  These events all show that much remains 
wrong with banking. They took place just as we  were finalizing new material 
for the new edition of the book that we started writing in September 2022. In 
this edition we discuss events through May 2023 and place them in the con-
text of developments since 2013.

This edition of the book expands our discussion in a few impor tant ways. 
First, since the 2007–2009 financial crisis, central banks such as the Federal 
Reserve, the Bank of  England, and the  European Central Bank have taken an 
ever larger and more prominent role in the economy. By now, whenever a 
prob lem arises they are expected to step in to support financial markets, 
banks, and  others, including governments. Central banks are power ful and 
prominent. We mentioned them many times in the first edition of this book, 
but we did not explain how they work and how they interact with private- 
sector institutions. In this edition we remove much of the mystery around 
central banks. The interactions of central banks with private- sector institu-
tions, including the role of some central banks as regulators and supervisors, 
are impor tant for understanding how central banks have enabled and even 
exacerbated the fragility of the banking system in recent years and how they 
continue to do so now.
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Second, we explain why bailouts by governments and central banks con-
tinue and why new rules for dealing with the failing banks are not workable. 
Despite  earlier promises that  these rules would end disruptive failures and 
bailouts, the Swiss authorities ultimately did not entrust Credit Suisse to their 
own new procedure, which suggests that they shared our assessment. However, 
the system, and some institutions, may become “too big to save.”

Repeated scandals and breaches of the law in banking raise the question of 
 whether  people in banking are above the law. This edition provides a more 
extensive discussion of issues concerning the rule of law for corporations and 
their executives, in banking and beyond. When we finished writing the first 
edition of this book in 2012, the “scandal of the day” involved the so- called 
LIBOR fraud, coordinated falsifications of reports from banks to the British 
Bankers Association, which used the reports to construct an interest rate 
index called LIBOR. This index determined payments in millions of con-
tracts around the world. Prosecution of LIBOR falsifications and many other 
cases of wrongdoing by financial institutions and  people working for them 
has been very weak. To the best of our knowledge, except in Iceland, none of 
the top executives of the institutions involved ever faced criminal prosecu-
tion. Civil liability, such as clawbacks of bonuses and payments for damages, 
was hardly ever imposed.

In this edition we discuss why violations of rules could have become a 
normal way of  doing business in banks. Bankers routinely infringe internal 
rules intended to limit risks without reprimands from their superiors. They 
also break laws against fraud, price fixing, and money laundering with scant 
interference from authorities. Regulators and supervisors, auditors and rat-
ing agencies are often blind, perhaps willfully blind, to rule breaking. Law 
enforcement authorities may impose seemingly large fines on banks, but 
 these fines may still be small compared to the gains from the incriminated 
practices. Moreover, the fines are often parts of settlements that allow banks 
to claim that they did nothing wrong and that reveal  little relevant informa-
tion to the public. Many in the media and in academia are fascinated by the 
glamor of bank bosses and extoll the “efficiency” of banking while overlook-
ing the enormous harms it has caused and is still causing.
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In this new edition, we maintain the original text, which remains relevant 
just as it is, and which covers the issues and events through 2012. The new 
chapters reflect experiences since 2013, including our own extensive engage-
ments with many  people in the private sector, the policy world, and academia, 
as well as our  service on advisory bodies of regulatory institutions.  These 
activities have improved our understanding of how  political institutions and 
authorities interact with the industry, the media, and academics. They have 
also forced us to pay more attention to the details of rules set by legislators 
and regulators and the nuances associated with enforcement, and to relate 
 these details to our own analy sis.

The  decade since the book first came out leaves us even more alarmed by 
the state of our democracies in dealing with power ful corporations and their 
leaders. The power of financial institutions to influence, in public or  behind 
closed doors, how laws and regulations are written and enforced contributes 
to the disaffection of many with our  political, economic, and  legal systems. 
Fooling  others and perhaps oneself, both in trading and in  political discus-
sion, is pervasive in banking and far beyond. The challenge is to give truth 
more power.

 May 2023

xii         PREFACE TO THE 2024 EDITION
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P R E FA C E

In the fall of 2008, it seemed obvious that radical reform would be 
needed. For more than a year, banks and financial markets had been in a 

state of crisis. Then, in September, the entire financial system was about to 
collapse. One institution after another was failing or about to fail. Govern- 
ments and central banks stopped the panic by massive interventions, but 
even so, the economy went into a decline of a magnitude unseen since the 
Great Depression.

We hoped for a serious investigation and discussion of what had gone 
wrong and what would have to be done to avoid a recurrence of such a crisis. 
We hoped that the lessons of the crisis would be learned. But we were dis- 
appointed. There was no serious analysis of how the financial system might 
be made safer.

Many claimed that they “knew” what had caused the crisis and what 
needed—or did not need—to be done, and they did not look any further. 
Bankers and their supporters argued that not much was wrong with the 
banking system. Serious reform, they routinely said, would interfere with 
what banks do and harm the economy. If we wanted banks to lend and to 
support growth, they wanted us to believe, we had to accept this system 
pretty much the way it was.

This made no sense to us. Much of the discussion seemed to ignore what 
had happened. Many arguments seemed downright false. As academics who 
have spent our lives studying the financial system—Anat as a finance and 
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xiv         PREFACE

economics professor at Stanford and Martin as an economics professor and 
director of a research institute in Bonn—we were shocked to see press reports 
and policy recommendations with misleading uses of words, flawed under-
standing of basic principles, fallacious and misleading arguments, and in- 
adequate uses of mathematical models. Banking experts, including many 
academics, seemed to believe that banks are so different from all other busi-
nesses that the basic principles of economics and finance do not apply to 
them.

We were not surprised that bankers lobbied in their own interest and said 
whatever might serve their needs; often their paychecks and bonuses were at 
stake, and the status quo worked for them. But we were dismayed—and in- 
creasingly alarmed—to see that flawed narratives and invalid arguments 
were not challenged but instead seemed to be winning the debate on both 
sides of the Atlantic. Reform efforts seemed to be stalling. Proposals were 
headed in the wrong direction. Simple opportunities to improve the system 
were being overlooked.

We wrote about the issues, arguing for reform and exposing the invalid 
arguments that were being given against reform. However, important parts of 
the policy discussion go on behind closed doors. Even when regulators ask for 
public comment on a proposed regulation, most contributions come from the 
industry and its supporters, and additional lobbying goes on behind the scenes.

In trying to have discussions with those involved in the debate, we dis-
covered that many of them had no interest in engaging on the issues—not 
because of what they knew or did not know but because of what they wanted 
to know. Politicians, regulators, and others often prefer to avoid challenging 
the banking industry. People like convenient narratives, particularly if those 
narratives disguise their own responsibility for failed policies. Academics get 
caught up in theories based on the belief that what we see must be efficient. 
In such a situation, invalid arguments can win the policy debate.

We also discovered that many people, including many who are involved in 
the policy discussion, do not have a sufficiently full understanding of the 
underlying concepts to form their own opinions about the issues or to evalu-
ate what others are saying. The jargon of bankers and banking experts is 
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deliberately impenetrable. This impenetrability helps them confuse policy-
makers and the public, and it muddles the debate.

We are concerned about this situation because the financial system is dan-
gerous and distorted. We have written this book to explain the issues to the 
broader public. We want more people to be better informed so they can form 
their own opinions. We want to expand the set of participants and elevate the 
level of the debate.

When policymakers ignore risks, all of us may suffer in the end. A stark 
example was provided in Japan, where corrupted regulators and politicians 
colluded for years with the Tokyo Electric Power Company and ignored 
known safety concerns. When an earthquake and a tsunami occurred in 2011, 
this neglect led to a nuclear disaster that was entirely preventable.

Weak regulations and ineffective enforcement were similarly instrumental 
in the buildup of risks in the financial system that turned the U.S. housing 
decline into a financial tsunami. Yet, despite the wreckage, serious attempts 
to reform banking regulation have foundered, scuttled by lobbying and 
misdirection.

Banking is not difficult to understand. Most of the issues are quite straight-
forward. Simply learning the precise meanings of some of the terms that are 
used, such as the word capital, can help uncover some of the nonsense. You 
do not need any background in economics, finance, or quantitative fields to 
read and understand this book.

In this book we discuss many statements and views. At times we use 
generic terms, attributing statements to “bankers,” “regulators,” or “politi-
cians.” Having talked and collaborated with many people connected to bank-
ing and public policy, we know that not every banker, regulator, or politician 
subscribes to the same views. Many in these groups and elsewhere advocate 
and work to bring about beneficial reform. In each of the groups, however, 
the views we discuss are so prevalent, and have had such an impact on policy 
discussions, that we feel justified in generalizing to make our points.

Do not believe those who tell you that things are better now than they had 
been prior to the financial crisis of 2007–2009 and that we have a safer sys-
tem that is getting even better as reforms are put in place. Today’s banking 
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system, even with proposed reforms, is as dangerous and fragile as the sys-
tem that brought us the recent crisis. 

But this situation can change. With the right focus and a proper diagnosis 
of the problems, highly beneficial steps can be taken immediately.

Having a better financial system requires effective regulation and enforce-
ment. Most essentially, it requires the political will to put the appropriate 
measures in place and implement them. Our hope in writing this book is that 
if more people understand the issues, politicians and regulators will be more 
accountable to the public. Flawed and dangerous narratives—“the bankers’ 
new clothes”—must not win.

October 2012
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A C K N O W L E D G M E N T S

In writing this book about borrowing and its dark side, we have our-
selves borrowed a lot and experienced the bright side of borrowing. We 

have borrowed a lot of other people’s time, attention, and thoughts, and we 
have experienced the pleasures of interacting with them. Some interactions 
occurred long ago, in discussing pure research, some more recently, in dis-
cussing policy and regulatory reform since 2007.

Writing a book on banks and banking regulation that would be accessible 
to a nonprofessional reader has been a great challenge. We are very grateful 
to many friends and colleagues who encouraged us to take on the challenge 
and kept us going with support and advice along the way.

We are particularly grateful to the following people, who read earlier drafts 
of at least portions of the book and made numerous useful comments: Philippe 
Aghion, Neil Barofsky, Jon Bendor, Sanjai Bhagat, Jules van Binsbergen, 
Christina Büchmann, Rebel Cole, Peter Conti-Brown, Pedro DaCosta, Jesse 
Eisinger, Christoph Engel, Morris Goldstein, Charles Goodhart, Andrew 
Green, Susan Hachgenei, Dorothee Hellwig, Hans-Jürgen Hellwig, Klaus-Peter 
Hellwig, Marc Jarsulic, Bob Jenkins, Simon Johnson, Birger Koblitz, Arthur 
Korteweg, Tamar Kreps, James Kwak, Alexander Morell, Stefan Nagel, John 
Parsons, Dieter Piel, Joe Rizzi, Steve Ross, Ingrid Schöll, Graham Steele, 
Monika Stimpson, Tim Sullivan, John Talbott, Matthias Thiemann, Rob 
Urstein, Jonathan Weil, and Art Wilmarth. The reviewers of the book for 
Princeton University Press (PUP) also made very helpful comments. Special 
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1

ONE

The Emperors of Banking Have No Clothes

I just think that this constant refrain “bankers, bankers, bankers” is just un- 
productive and unfair. People should just stop doing that.

Jamie Dimon, chief executive officer of JPMorgan Chase, Davos, Switzerland, 
January 27, 2011

The world has paid with tens of millions of unemployed, who were in no 
way to blame and who paid for everything. It caused a lot of anger. . . . We 
saw that for the last 10 years, major institutions in which we thought we 
could trust had done things which had nothing to do with simple common 
sense.

Nicolas Sarkozy, President of the French Republic, Davos, Switzerland,  
January 27, 2011

For the first year after the financial crisis of 2007–2009, bankers were 
lying low, mindful of the anger that had been caused by the crisis and by 

the use of taxpayers’ money to bail out banks.1 French President Nicolas 
Sarkozy’s response to JPMorgan chief executive officer (CEO) Jamie Dimon 
in Davos in 2011 resonated widely with the media and the public.2

At that time, most bank lobbying went on behind the scenes. Since then, 
however, the banking lobby has become outspoken again.3 As in the years 
before the crisis, bankers have been lobbying relentlessly and speaking up in 
public against tighter banking regulation.4 Leading bankers present them-
selves as experts who know and care about what is good for the economy. 

They are regularly consulted by leading government officials, regulators, and 
politicians.5 Every utterance of a major bank’s CEO is extensively reported in 
the press. But whereas there is major coverage of such statements, there is 
actually little scrutiny of the arguments behind them.

In Hans Christian Andersen’s famous tale “The Emperor’s New Clothes,” 
two self-declared tailors offer to provide the emperor with beautiful and very 
special clothes. They claim that the clothes will be invisible to people who are 
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2         CHAPTER ONE

stupid or unfit for their jobs. The emperor orders a full set of these special 
clothes. When he sends his ministers to monitor the “tailors,” the ministers 
do not see anything, but, for fear of being considered stupid or incompetent, 
none of them admits this. Instead, they extol the splendors of the invisible 
clothes and the nonexistent fabrics of which they are made.

The emperor himself finds his new attire invisible, yet, not wanting to 
appear stupid or unfit to be emperor, he praises the nonexistent clothes. When 
he tours his capital “wearing” them, the onlookers also admire his attire, 
even though they do not see anything. Only when a little child shouts “The 
emperor has no clothes!” does everyone realize and admit that the emperor 
is in fact naked.

A major reason for the success of bank lobbying is that banking has a cer-
tain mystique. There is a pervasive myth that banks and banking are special 
and different from all other companies and industries in the economy. Any- 
one who questions the mystique and the claims that are made is at risk of 
being declared incompetent to participate in the discussion.6

Many of the claims made by leading bankers and banking experts actu-
ally have as much substance as the emperor’s new clothes in Andersen’s 
story. But most people do not challenge these claims, and the claims have 
an impact on policy. The specialists’ façade of competence and confidence 
is too intimidating. Even people who know better fail to speak up. The em- 
peror may be naked, but he continues his parade without being challenged 
about his attire.7

Our purpose in writing this book is to demystify banking and explain the 
issues to widen the circle of participants in the debate. We want to encourage 
more people to form and to trust their opinions, to ask questions, to express 
doubts, and to challenge the flawed arguments that pervade the policy debate. 
If we are to have a healthier financial system, more people must understand 
the issues and influence policy.

Many have a sense that something is wrong with banking and have ques-
tions. Why did banks get into so much trouble in the crisis? Why were banks 
and other financial institutions bailed out? Were the bailouts necessary? Will 
these institutions be bailed out again if they run into trouble? Will new regu-
lations help or hurt? Are they too tough or not tough enough?
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THE EMPERORS OF BANKING HAVE NO CLOTHES         3

Leading bankers have simple answers to these questions. They may admit 
that mistakes were made,8 but they portray the crisis primarily as a fluke, an 
accident that is highly unlikely to recur in our lifetimes.9 It would be costly 
and wasteful, they claim, to tighten regulation to forestall an event that might 
happen once in a hundred years. Tighter regulation, we are warned, would 
interfere with what banks do to support the economy, and this would have 
serious “unintended consequences.”10

The English classical scholar Francis Cornford wrote in 1908, “There is 
only one argument for doing something; the rest are arguments for doing 
nothing. The argument for doing something is that it is the right thing to do. 
Then, of course, comes the difficulty of making sure that it is right.”11 He goes 
on to explain how “bugbears,” sources of dread or false alarms, are used to 
raise doubts or scare. If Cornford was writing today, he would surely talk 
about the bugbear of “unintended consequences.”

Meanwhile, politicians seem to be taken in by the lobbying. For all the 
outrage they expressed about the crisis, they have done little to actually 
address the issues involved. For example, one might infer from President 
Sarkozy’s lashing out at bankers that France is a champion of bank regula-
tion. But this inference would be wrong. In the bodies that try to coordinate 
regulatory efforts across countries, France has consistently opposed any 
tightening of regulation.12 In the United States, regulations are often watered 
down in response to bank lobbying. For example, in passing the Dodd-Frank 
Act in 2010, Congress weakened the so-called Volcker Rule, which prohibits 
commercial banks from trading securities on their own account. Lobbying 
also affects the so-called rule-making process by which the regulatory bodies 
implement the law.13

Much of the research on banking, the financial crisis, and regulatory 
reform takes for granted that banks and the financial system must be as vul-
nerable to risks as they are, so that the failure of one bank can pull down the 
entire financial system. Some academic research suggests that this fragility 
might actually be a necessary by-product of the benefits banks provide to the 
economy.14 However, this work is based on assumptions under which fragil-
ity is indeed unavoidable, without assessing the relevance of the assumptions 
in the real world.15
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Expanding the policy discussion beyond the circle of bankers and bank-
ing specialists is very important, because more action is urgently needed 
and yet has not been taken.16 The banking system is still much too fragile 
and dangerous. This system works for many bankers, but it exposes most of 
us to unnecessary and costly risks, and it distorts the economy in signifi-
cant ways.

Can something be done at a reasonable cost to reduce the likelihood of 
banks’ failing and causing a costly crisis? In one word: Yes. Will the reforms 
that have been decided upon achieve this aim? No. Can we have regulations 
that greatly increase the health and safety of the system while still allowing 
banks to do everything the economy needs them to do? Yes. Would we, as  
a society, have to sacrifice anything substantial to have a better banking  
system? No.

One clear direction for reform is to insist that banks and other financial 
institutions rely much less on borrowing to fund their investments. The re- 
forms that have been agreed upon since 2008 are woefully insufficient in this 
respect, and they maintain previous approaches that have not worked well. 
The benefits of a more ambitious reform would be significant, whereas, con-
trary to the claims of leading bankers and others, the relevant costs to society 
would be quite small, if they existed at all.

We are not saying that stricter limits to bank borrowing are the only mea-
sures to be considered. However, these measures are important and benefi-
cial no matter what else might be done. Reducing the excessive risks to the 
economy from the banking system, particularly the large distortions that 
result from having institutions that are “too big to fail,” may well require 
additional measures. The key is to try to provide better incentives for market 
participants, and for those who design and implement regulations, so that 
bankers’ actions will be less in conflict with the public interest.

A Sampling of the Bankers’ New Clothes

A few examples will illustrate what we mean by the bankers’ new clothes. 
Excessive borrowing by banks was identified as a major factor in the crisis of 
2007–2008. Bankers themselves sometimes admit this.17 Nevertheless, the 
banking industry fights aggressively against tighter restrictions on bank bor-
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rowing. The constant refrain is that too much tightening of such restrictions 
would harm economic growth.

For example, in 2009, when negotiations about a new international agree-
ment on banking regulation were getting under way, Josef Ackermann, then 
the CEO of Deutsche Bank, asserted in an interview that tighter restrictions 
on bank borrowing “would restrict [banks’] ability to provide loans to the 
rest of the economy. This reduces growth and has negative effects for all.”18

This is a typical bugbear, suggesting that we must make a choice between 
economic growth and financial stability and that we cannot have both. After 
all, who would be in favor of a regulation that “reduces growth and has nega-
tive effects for all”?

Mr. Ackermann acknowledged that tighter restrictions on banks’ borrow-
ing “might increase bank safety,” but he insisted that this would come at the 
expense of growth. He said nothing, however, about how continued financial 
instability and turmoil would affect growth.

The sharpest economic downturn since the Great Depression of the early 
1930s occurred in the last quarter of 2008, and it was a direct result of the 
worldwide financial crisis that affected numerous banks and other financial 
institutions. The unprecedented decline in output in 2009 and the resulting 
loss of output have been valued in the trillions of dollars.19 The crisis has 
caused significant suffering for many.20 In light of these effects, warnings that 
greater financial stability would come at the expense of growth sound hollow. 
Warnings that bank lending would suffer also sound hollow. In 2008 and 
2009, banks that were vulnerable because they had too much debt cut back 
sharply on their lending. The severe credit crunch was caused by banks’ hav-
ing too much debt hanging over them.

Why would restrictions on bank borrowing have any effect on bank lend-
ing at all?

One argument was given in 2010 by the British Bankers’ Association, which 
claimed that new regulations would require U.K. banks to “hold an extra 
£600 billion of capital that might otherwise have been deployed as loans to 
businesses or households.”21 To anyone who does not know what the regula-
tion is about, this argument may look plausible. In fact, it is nonsensical and 
false.
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The nonsense is due to the misuse of the word capital. In the language of 
banking regulation, this word refers to the money the bank has received from 
its shareholders or owners. This is to be distinguished from the money it has 
borrowed. Banks use both borrowed and unborrowed money to make their 
loans and other investments. Unborrowed money is the money that a bank 
has obtained from its owners if it is a private bank or from its shareholders if 
it is a corporation, along with any profits it has retained. Elsewhere in the 
economy, this type of funding is referred to as equity. In banking, it is called 
capital.

Capital regulation requires that a sufficient fraction of a bank’s invest-
ments or assets be funded with unborrowed money.22 This is similar to the 
requirement that a home buyer make a minimum down payment when buy-
ing a house. Having a minimal ratio of unborrowed funds relative to total 
assets is a way to limit the share of assets that is funded by borrowing. Because 
unborrowed funds are obtained without any promise to make specific pay-
ments at particular times, having more equity enhances the bank’s ability to 
absorb losses on its assets.

From the statement of the British Bankers’ Association, however, we would 
not guess that capital requirements are about how much a bank borrows. The 
statement makes it appear as if capital were a cash reserve—a pile of cash that 
banks hold that cannot be used to make loans.

In fact, capital regulation does not tell banks what to do with their funds 
or what they should hold. It tells banks only what portion of the funds they 
use must be unborrowed. Saying that new regulations would require U.K. 
banks to “hold an extra £600 billion of capital” is nonsensical. The implica-
tion that loans to businesses or households are automatically reduced by that 
£600 billion is false. Capital is not a rainy-day fund.

The confusion about the term bank capital is pervasive. Numerous media 
reports say that banks must “set aside” capital to satisfy new regulations. 
References to capital reserves suggest that the regulation forces banks to hold 
cash that sits idly in the bank’s tills without being put to work in the econ-
omy.23 A bank lobbyist is quoted as saying, “A dollar in capital is one less dol-
lar working in the economy.”24
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This confusion is insidious because it biases the debate, suggesting costs 
and trade-offs that do not actually exist. The trade-offs exist for reserve 
requirements, which call for banks to hold some fraction of their deposits in 
cash or in deposits with the central bank. However, capital requirements are 
distinct from reserve requirements and do not give rise to the same trade-
offs. Confusing the two makes it easier to argue that capital requirements 
prevent banks from lending when this is not actually true.

At least for banks that are organized as corporations, bank capital require-
ments have no automatic effect on bank lending. If capital requirements are 
increased, there is nothing in the regulation that would prevent these corpo-
rations from issuing additional shares and raising new funds to make any 
loans and investments that they might find profitable.

Banks that do not have access to the stock markets, as well as those that 
do, can increase their equity by retaining and reinvesting their profits. What 
the banks would choose to do with the funds and why they would make these 
choices are different matters that are obviously important. But there is no 
sense in which capital regulation forces banks to shrink or prevents them 
from making loans. Viable banks can increase their reliance on unborrowed 
funds without any reduction in lending.

In arguing against increased capital requirements, advocates for banks 
often say that capital, that is, equity, is expensive and that, if they must have 
more equity, their costs will increase.25 This mantra is so self-evident to bank-
ing specialists that they usually see no need to justify it. But why is it that 
banks hate equity so much and view it as expensive? In what exact sense is it 
expensive, and what does this mean for society and for policy?

We can test this argument by comparing banks to other corporations. 
Corporations in most industries are free to borrow as much as they want if 
they can find someone to make them loans. Yet there is no other sector in 
which corporations borrow anywhere near as much as banks do. For the vast 
majority of nonfinancial corporations in the United States, borrowing repre-
sents less than 50 percent of assets. Some highly successful companies do  
not borrow at all.26 By contrast, for banks, debt often accounts for more than  
90 percent of assets. For some large European banks, the fraction is even 
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higher, above 97 percent; it also was that high for some major U.S. investment 
banks before 2007, as well as for the mortgage giants, the Federal National 
Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage 
Corporation (Freddie Mac), which were bailed out.27 The new regulations 
that the banking industry complains about would still allow debt to fund  
97 percent of bank assets.28

If capital is expensive, as bankers suggest, and borrowing is cheap, why 
doesn’t this also apply to other corporations? Why don’t nonbanks borrow 
more and economize on the supposedly expensive equity? Are these other 
corporations doing something wrong? For example, why doesn’t Apple, which 
has not borrowed at all, borrow some money by issuing some debt and use 
the proceeds to pay its shareholders? Wouldn’t this be beneficial, replacing 
the company’s expensive equity with cheap debt? Or is there something fun-
damentally different about the funding costs of banks?

The business of banking is different, but bank stocks are held by the same 
investors, or by investors who value stocks in the same way, as those who 
invest in other companies. They do not look different from other stocks; all 
stocks allow their owners to receive dividends and sell the shares for cash at 
the prevailing price in the stock market. Why would bank stocks be any dif-
ferent from those of other corporations?

One difference that is important for bank funding costs became evident in 
2008: if an important bank gets into trouble and comes close to defaulting on 
its debt, there is a good chance that the government or the central bank will 
support it to prevent default. A few corporations outside the financial sector 
have also benefited from government bailouts, for example, the auto indus-
try,29 but those instances have been rare exceptions. In the financial sector, 
bailouts of large institutions, or of many institutions if they get into trouble at 
the same time, have become the rule.

If a company can count on being bailed out by the government when it 
cannot pay its debts and its creditors do not worry much about its defaulting, 
creditors will be happy to lend to the company. The company will therefore 
find that borrowing is cheap and, by comparison, other ways to fund invest-
ments, such as equity, are expensive. The interest that the company has to pay 
on its debt will not reflect its true default risk because that is partly borne by 

© Copyright Princeton University Press. No part of this book may be 
distributed, posted, or reproduced in any form by digital or mechanical 
means without prior written permission of the publisher. 

For general queries, contact info@press.princeton.edu.



THE EMPERORS OF BANKING HAVE NO CLOTHES         9

the taxpayer. From the perspective of the banks, therefore, borrowing is 
cheap. But this is true only because the costs of bank borrowing are partly 
borne by taxpayers.

When bank lobbyists claim that having more equity would raise their 
costs, they never mention the costs to taxpayers of making their borrowing 
cheap. At times they even deny the presence of the subsidies to their debt.30 
Yet there is significant evidence that bank borrowing benefits from the pros-
pect of taxpayer bailouts. For example, credit rating agencies sometimes 
assign higher ratings to bank debt than they would if the banks had no pros-
pect of being bailed out.31 These higher ratings directly lower the interest rates 
at which banks can borrow.32 The value of this benefit is greater the more a 
bank borrows.

These are just a few examples of what we refer to as the bankers’ new 
clothes, flawed and misleading claims that are made in discussions about 
banking regulation. Many of the claims resonate with basic feelings, yet they 
have no more substance than the emperor’s fictitious clothes in Andersen’s 
story.

This book will provide you with a framework for thinking about the issues 
so you can gain a better understanding of them and see flawed arguments for 
what they are. It does not require any expertise in or prior knowledge of eco-
nomics, finance, or banking. You might think that this is not your field. 
However, if the discussion of banking and banking regulation is left only to 
those who are directly concerned, the financial system will continue to be at 
risk from unsafe banking, and all of us may suffer the consequences. Only 
pressure from the public can bring forth the necessary political will. Without 
public pressure and political will, we can expect little change.

Many of the bankers’ new clothes that we expose in this book are related 
to how much banks borrow. In order to understand the issues, we first ex- 
plore the impact of borrowing by individuals and companies on risk and on 
investments more generally. This will enable us to see where banks are simi-
lar to other companies and where they are different.

Borrowing is not the only topic of the book. Many more flawed claims  
are made in the debate on banking regulation. Most of these bankers’ new 
clothes are also bugbears, warnings of unintended consequences meant to 
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scare policymakers out of doing something without focusing properly on 
the issues or proposing how the actual problems should be solved.

For example, leading bankers often call for so-called level playing fields in 
regulation.33 They warn that their ability to hold their own in global competi-
tion might suffer if regulation were any stricter for them than for banks in 
other countries. This argument is also used by other industries, and it can 
succeed in weakening regulation, but it is invalid.34 A country’s public policy 
should not be concerned about the success of its banks or other firms as such, 
because success that is achieved by taxpayer subsidies or by exposing the 
public to excessive risks—for example, the risks of pollution or of a financial 
crisis—is not beneficial to the economy and to society.

On the issue of how much banks should borrow, as well as how much risk 
they should take, there is a fundamental conflict between what is good for 
bankers privately and what is good for the broader economy. By having poli-
cies that encourage bank borrowing and risk taking, we paradoxically make 
it attractive for banks to choose levels of debt and risk that are harmful with-
out serving any useful purpose.

Whatever else we do, imposing significant restrictions on banks’ borrow-
ing is a simple and highly cost-effective way to reduce risks to the economy 
without imposing any significant cost on society. Curbing excessive and 
harmful risk taking by bankers may require additional laws and regulations.

Why Bank Safety Matters

Why should we care so much about the safety of banks and about how much 
banks borrow? The more anyone borrows, the greater the likelihood that the 
debts cannot be paid. When this happens, most borrowers go into bank-
ruptcy, the lenders’ claims are frozen until a court has determined what they 
can be paid, and then, usually, the lenders are paid much less than what  
they are owed.35

When a borrower is a bank, the damage resulting from its defaulting on its 
debts can be great, affecting many beyond those directly involved with the 
bank. This is especially true when the bank is a systemically important finan-
cial institution like JPMorgan Chase or Deutsche Bank, with massive opera-
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tions all over the globe.36 Excessive borrowing by such banks exposes all of us 
to risks, costs, and inefficiencies that are entirely unnecessary.

In the run-up to the financial crisis, the debts of many large banks financed 
97 percent or more of their assets. Lehman Brothers in the United States, 
Hypo Real Estate in Germany, Dexia in Belgium and France, and UBS in 
Switzerland had many hundreds of billions of dollars, euros, or Swiss francs 
in debt.37 Lehman Brothers filed for bankruptcy in September 2008. The 
other three avoided bankruptcy only because they were bailed out by their 
governments.38

The Lehman Brothers bankruptcy caused severe disruption and damage 
to the global financial system.39 Stock prices imploded, investors withdrew 
from money market funds, money market funds refused to renew their loans 
to banks, and banks stopped lending to each other. Banks furiously tried to 
sell assets, which further depressed prices. Within two weeks, many banks 
faced the prospect of default.40

To prevent a complete meltdown of the system, governments and central 
banks all over the world provided financial institutions with funding and with 
guarantees for the institutions’ debts.41 These interventions stopped the de- 
cline, but the downturn in economic activity was still the sharpest since the 
Great Depression.42 Anton Valukas, the lawyer appointed by the bankruptcy 
court to investigate Lehman Brothers, put it succinctly: “Everybody got hurt. 
The entire economy has suffered from the fall of Lehman Brothers . . . the 
whole world.”43

In the fall of 2008, many financial institutions besides Lehman Brothers 
were also vulnerable. Ben Bernanke, chairman of the Federal Reserve, told 
the Financial Crisis Inquiry Commission (FCIC) that “out of maybe . . . 13 of 
the most important financial institutions in the United States, 12 were at risk 
of failure within a period of a week or two.”44 Some or all of the major banks 
in Belgium, France, Germany, Iceland, Ireland, the Netherlands, Switzerland, 
and the United Kingdom failed or were at significant risk of failing had their 
governments not bailed them out.45

Accounts of the crisis often focus on the various breakdowns of bank 
funding between August 2007 and October 2008.46 Much bank funding con-
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sisted of very short-term debt. Banks were therefore vulnerable to the risk 
that this debt would not be renewed. The deeper reason for the breakdowns, 
however, was that banks were highly indebted. When banks suffered losses, 
investors, including other financial institutions, lost confidence and cut off 
funding, fearing that the banks might become unable to repay their debts.47 
The Lehman Brothers bankruptcy itself heightened investors’ concerns by 
showing that even a large financial institution might not be bailed out, and 
therefore that default of such an institution was a real possibility.48

The problem posed by some banks being regarded as too big to fail is 
greater today than it was in 2008. Since then, the largest U.S. banks have 
become much larger. On March 31, 2012, the debt of JPMorgan Chase was 
valued at $2.13 trillion and that of Bank of America at $1.95 trillion, more 
than three times the debt of Lehman Brothers. The debts of the five largest 
banks in the United States totaled around $8 trillion. These figures would 
have been even larger under the accounting rules used in Europe.49

In Europe, the largest banks are of similar size. Because European econo-
mies are smaller than that of the United States, the problem is even more 
serious there. Relative to the overall economy, banks are significantly larger 
in Europe than in the United States, especially in some of the smaller coun-
tries.50 In Ireland and Iceland before the crisis, the banking systems had 
become so large that, when the banks failed, these countries’ economies 
collapsed.51

The traumatic Lehman experience has scared most governments into 
believing that large global banks must not be allowed to fail. Should any of 
these large banks get into serious difficulties, however, we may discover that 
they are not only too big to fail but also too big to save. There will be no good 
options.

The consequences of letting a large bank fail are probably more severe 
today than in the case of Lehman Brothers in 2008, but saving them might 
cripple their countries. The experiences of Ireland and Spain provide a taste 
of what can happen if large banking systems have to be saved by their gov-
ernments. In both countries, the governments were unable to deal with their 
banking problems on their own, so they had to ask for support from the 
International Monetary Fund and from the European Union.52
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This situation makes it all the more important to prevent scenarios in 
which governments must choose between letting a major institution fail or 
committing to an expensive bailout. One approach is to try to create mecha-
nisms that would allow large banks to fail without disrupting the economy or 
requiring public support. Although useful efforts have been made in this 
direction, this remains a challenge for global banks. Even the best resolution 
mechanism is likely to be disruptive and costly.53

Whatever else might be done, significantly reducing the reliance of large 
banks on borrowing is the most straightforward and cost-effective approach 
to crisis prevention. Current and proposed regulations go in the right direc-
tion, but they are far from sufficient and have serious flaws.54 This situation 
reflects the success of bank lobbying and the prevalence of flawed arguments, 
the bankers’ new clothes, in the debate. To make progress, the issues must be 
clarified.

The present situation is perverse. It is as if we were to subsidize the chemi-
cal industry to intentionally pollute rivers and lakes. Such subsidies would 
encourage additional pollution. If the industry were asked to limit the pollu-
tion, it would complain that its costs would increase. Would such complaints 
make us tolerate the pollution? Subsidizing banks to borrow excessively and 
take on so much risk that the entire banking system is threatened is just like 
subsidizing and encouraging companies to pollute when they have clean 
alternatives.

Most investments involve risks. If investments are funded by borrowing, the 
risks are borne not just by the borrowers but also by the lenders, and possibly 
by others. The borrowing itself magnifies risk, and it creates fundamental 
conflicts of interest that can also lead to inefficiencies. These conflicts of 
interest and inefficiencies explain much of what is wrong with banking and 
suggest what to do about it.

To understand the issues—and to see through the bankers’ new clothes—
it is important to understand the relation between borrowing and risk. This 
is the subject to which we turn now. In the next two chapters we discuss the 
relation between borrowing and risk without a focus on banking. Then we 
turn to banking, risk in banking, and the implications of excessive risk for 
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the financial system. This background will frame our discussion of banking 
regulation and the bankers’ new clothes in later chapters. The discussion will 
also throw light on the politics of banking. Providing a better understanding 
of the issues and the political challenge has been our motivation in writing 
this book.
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