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PREFACE TO THE 2024 EDITION

he 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 progress. 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” problem.
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 important 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
problem arises they are expected to step in to support financial markets,
banks, and others, including governments. Central banks are powerful 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 important 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 analysis.

The decade since the book first came out leaves us even more alarmed by
the state of our democracies in dealing with powerful 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
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PREFACE

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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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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XVi PREFACE

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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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

OR 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.! 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.?

At that time, most bank lobbying went on behind the scenes. Since then,
however, the banking lobby has become outspoken again.’ As in the years
before the crisis, bankers have been lobbying relentlessly and speaking up in
public against tighter banking regulation.! 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.” 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.®

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’ facade 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.”

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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Leading bankers have simple answers to these questions. They may admit
that mistakes were made,® but they portray the crisis primarily as a fluke, an
accident that is highly unlikely to recur in our lifetimes.’ 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'

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”" 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.”? 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.”

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.” 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.”
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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.”® 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.” 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.*®

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."” The crisis has
caused significant suffering for many.” 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” 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.* 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’ 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 UK.
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.” A bank lobbyist is quoted as saying, “A dollar in capital is one less dol-

lar working in the economy.”**
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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.? 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.*® 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.” The new regulations
that the banking industry complains about would still allow debt to fund
97 percent of bank assets.?

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,> 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
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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.*
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.” These higher ratings directly lower the interest rates
at which banks can borrow.”? 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
s0 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.” 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.** 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.*

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.* 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.” Lehman Brothers filed for bankruptcy in September 2008. The
other three avoided bankruptcy only because they were bailed out by their
governments.*

The Lehman Brothers bankruptcy caused severe disruption and damage
to the global financial system.” 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.*’

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.” These interventions stopped the de-
cline, but the downturn in economic activity was still the sharpest since the
Great Depression.*” 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*

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.”** 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.*

Accounts of the crisis often focus on the various breakdowns of bank

funding between August 2007 and October 2008.*¢ 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.”’
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.**

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.*

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.”® In Ireland and Iceland before the crisis, the banking systems had
become so large that, when the banks failed, these countries’ economies
collapsed.”

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.”
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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.”

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.>* 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 inefliciencies. 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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370n16, 393n30, 398n54, 405n9, 430n27,
435n53, 451n62, 484n8, 505n95, 515n67
balance sheets, 47-49, 83-87; assets in,
48-49, 48f; book values in (see book
values); of corporations, 27, 27f, 28,

365n12; of central banks, 276-280; Credit

Suisse (CS), 245-246, 471nn83-84,
472nn86-87, derivatives in, 71, 384n42;
JPMorgan Chase, 83-87, 390n6; under
Glass-Steagall Act, 47-49, 48f; of home-
owners, 18, 191, 20, 20f, 23; liabilities
in, 48, 48f, 372n4; off-balance-sheet
commitments and, 83-84, 124, 381n17,
390n7; opaqueness of, 83-85, 244-246;
recognizing losses in, 87, 114, 392n21,
403n25; of sole proprietorships, 24, 25f.
See also accounting rules

Banca Monte dei Paschi di Siena,
494-495n22, 495n25, 497nn40-41

Banca Intesa, 495n23, 497n40

Banca Popolare di Vicenza, 296, 497n40,
499n52

Banco Popular Espafiol, 491n69,
495nn24-25, 497n39, 499nn51-52

Banco Santander: and cum-ex fraud, 316;
and mis-selling scandal, 507n3, take-
over of Banco Popular Espanol, 491n69,
495n24, 497m39, 499n52

INDEX 565

bank(s): benefits to economy provided by,

3,49-51, 148-149, 355n14; borrowing by
and fragility of, 145-166, 241-248

(see also borrowing and risk); guaran-
tees and bailouts of, 136-139, 239-240,
268-273, 283-288, 290-299, effects of
competition on, 145, 172, 176, 181, 200,
409n30, 415n37, 428n17; history of, 51-54,
372nn2-3, 372nn5-6, 372n8, 373n16,
374n18, 375n26, 375n28, 376n36,
377n38, 377nn40-41, 380nn7-8, 393n25,
393n27, 395n39, 396n45, 397n46,
397n50, 416n2, 417nn7-9, 418n15,
419n19, 445n30; jargon of, impenetrabil-
ity of, xvi-xvii; legal definitions of, in
United States versus Germany, 432n47; as
limited-liability businesses, 30-31, 243;
license 415n37, liquidity problems of (see
liquidity problems); loans on balance
sheet, 86, 391n18, 416n1; loans off bal-
ance sheet (see securitization); mystique
and media appeal of, 2, 354n6, 290, 329,
342-344, 519n94,; size of (see size, too big
to fail); solvency problems of (see solven-
cy problems); relationships with central
banks of, 157-158, 172, 192, 210-211,
239-241, 274-275, 280-285, relation-
ships with government and politicians

of, 172, 193-194, 200-203, 205, 213-214,
227-228, 234-236, 258-262, 271-273,
295-299, 308-312, 315-318; recklessness
and incompetence of, 120-128, 208-209,
248-253, rule breaking by, 208-209,
313-324; and shadow banks, 224-226,
247, 287, 434n52, 459nn52-53, 460n55;
zombie, 469168, 480n146, 497n38,
505n95. See also accounting; bank book;
resolution; specific bank activities and
bank types

Bank Act of 1844 (UK), 417n9
bank book, 382n26, 427n6, 436n62, 436n64.

See also AFS assets; HTM assets

bank capital. See capital
bankers and banking experts: on capital

regulation, 6-7, 97, 169, 221-222, 389n5,
399n2; complaints about banking regula-
tion, 261-265; convenient narratives
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bankers and banking experts (continued)
used by, 209-212; on differences between
banks and other corporations, 110; on
efficiency, 345-346; on financial crisis of
2007-2009 as fluke, 3, 354n9; on fragility
of banking system, 83, 148-149, 164, 212;
on implicit guarantees, 359n30; income
of (see compensation); on international
competition, 194-195, 199; investment,
248, 289, 321-323, 326, 330, 458n45; on
“level playing fields,” 10, 194, 445n26; me-
dia coverage of, 1; mistakes admitted by, 3,
4, 354n8, 356n17; “other people’s money”
used by, 215-217, 457n36; in regulatory
capture, 203-205; on return on equity,
100-101, 115; risk assessment by, problems
with, 73; scrutiny of claims by, lack of,
1, 2; on “unintended consequences,’
3, 9-10, 354n10. See also academics;
narratives

Bankers Trust, 323

bank failures. See failures

Bank for International Settlements (BIS),
380n9, 381n15, 381n18, 382n21, 403n25,
423n46, 428n19, 429n20, 437n65, 447n38

bank holding companies, versus investment
banks, 93, 138, 410n1

Bankia, 74, 298

Banking Act of 2009 (UK), 413n18

banking crises: 1940-1970, 65, 148, 382n22;
of 1970s, 65, 382n23; of 1980s-1990s,
56, 65, 88, 91, 377n41, 393n26; of
2000s, 382n24; of 2023 in United States,
231-233, 249-253, 256, 270; claims about
inevitability of, 148-149; contagion in,
61-67; credit-worthiness assessments in,
56; in Cyprus, 465n34, 496n31; delays in
dealing with, 171-172; in Greece, 236-237;
in Japan, 309-311; caused by real estate
finance, 56; caused by sovereign debt and
sovereign default, 201, 364n1, 429n26,
432n40, 442n7, 464n29, 496n31; in Spain,
309; in Sweden, 309. See also failures;
specific crises

banking regulation: activity restrictions in,
46, 47; backlash on, 233-238; bankers’
complaints about, 261-265; costs of, to

banks versus society, 82, 97, 389nn4-5;
geographic restrictions in, 88, 202, 393n25;
history of international coordination of,
96; implementation of, delay tactics in,
389n3, 389n4; implementation of, speed of,
169-170; and international competition,
194-199; lobbying on (see lobbying); ob-
jectives of, 81-82, 90-91, 217, 219; reasons
behind need for, 4, 81-82, 90-91, 214-217,
261-265, 389n2; size restrictions in, 89,
394n33; strategies for preventing bank
failures in, 218-224; undoing of through
competition with nonbanks, 96 (see also
deregulation). See also specific activities,
agencies, laws, and regulations

banking textbooks: false statements,

115-116; standard terms used in, 51, 158,
166. See also liquidity transformation;
maturity transformation (mismatch)

Banking Union, 234, 463n13. See also

European Union legislation

bank lending: benefits of, to economy,

49-51, 148, 152, 372n8, 380n8, 419n23;
to governments, 200-203, 364n1; impact
of regulation of bank borrowing on, 5-7,
356n18; impact of capital regulation

on, 97, 99, 169, 180, 203, 222, 398n59;
importance of, in bank balance sheets,
86, 391n18, 416n1; limits on amount

of individual loans, 88, 392n24; liquid-
ity transformation through, 155-56,
158-159, 374n17; maturity transforma-
tion through, 51, 158; origins of, 150;
risks of, 55-59, 88; sources of funding
for, 48-49, 51-52, 173; standards for, 30,
49-50, 366n19 (see also creditworthi-
ness assessments); versus trading assets,
in bank activities, 86, 391n19; undesir-
able, 356-357n18, 454n18. See also asset
management companies, securitization,
resolution

bank licenses: Goldman Sachs and Morgan

Stanley obtaining, 93, 138, 410n1; value
of, 415n37

banknotes: 149-151, 273-275, 283,374n18,

417nn6-9, 418nn14-15, 485nn14-15,
486n26; in central bank balance sheets,
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276-280, 305, 487n31. See also central
bank money; reserves

Bank of America: and AIG bailout, 484n2;
balance sheet of, 85, 391n15; book value
versus market value of, 87, 392n22;
complexity of, 302, 387n62; debt rat-
ing downgrade of, 359n31; in crisis of
2023, 308, 504n79; derivatives activities
of, 391n15, 470n74; fines paid by, 337,
484n2, 468n60; losses by shareholders of,
108-109; mistakes admitted by, 354n8,
356n17; questions about solvency of, 87,
397n51, 428n13, 429n19, 505n95; settle-
ment of litigation on derivatives of, 108,
401n16; size of, 76, 308; size of debt of, 12

Bank of England: 277, 487n38,
489n51;banknotes of, 149-150, 417n6,
417n9; leadership changes at, after 2013,
234, 463n16, 515n64; crisis interventions
and liquidity injections by, 277, 282, 288,
380n13, 381n14, 483n1; as resolution
authority, 499n50; runs on, 150, 419n19;
views on policies and reforms at, 290,
311, 339, 354n2, 354n6, 441n86, 449n53,
466n38, 479n141, 496-497n34, 503n73

Bank of France, 192-193

Bank Recovery and Resolution Directive
(BRRD). See European Union legislation;
resolution

bank reserves. See reserves

bank runs. See runs, bank

bankruptcy, 25, 35-38, 369nn12-13; causes
of, 21, 38-41; conflicts of interest in, 36,
140-141; costs for third parties, 36-37,
141, 369n9; courts, laws and procedures
for, 37, 141, 369n11, 370-371n19; effects
of, 26, 36-38, 364n4; history of practices
in, 368n4, 368nn6-7, 369n11; interna-
tional differences in treatment of, 20-21,
37, 369n11; origins of term, 148, 416n2;
treatment of derivatives in, 164, 227,
360n35, 391n17, 425n55, 460n57; treat-
ment of repo agreements in, 164, 227,
360n35, 424n54, 425n55, 460n57. See also
default; Enron; FTX; Lehman Brothers.

Bank Term Funding Program, 280-281,
285,476n118

INDEX 567

bank transfers, 49, 150, 273-274

Barclays: actual return on equity of, 407n17;
contingent convertible bonds of, 188,
441n84; cum-ex tax fraud scandal and,
316; fines and penalties imposed on,
484n2, 507n3, 510n30; in LIBOR scandal,
208, 318-319, 452nn3v4; litigation,
542n89; target return on equity of, 120,
122, 407n17, 441n84

Barings Bank, failure of, 55, 70-71, 324

Barnier, Michel (European Commissioner),
194

Barofsky, Neil (Inspector General of U.S.
bailout programs, TARP), 354n6, 361n41,
369n10, 384n35, 412nn13-14, 430n26,
443n9, 453n9, 458n44, 484n8, 505n95

Bartlett, Steven (lobbyist), 358n24, 398n61

Basel Accords (rules for banking regulation
and supervision): history of, 96; imple-
mentation of, 426n2; origins of modern
capital regulation in Basel I, 96, 397n53;
pillars of, 436162, 437n64. See also
Basel II; Basel I1I; capital regulation;
risk weights

Basel Committee on Banking Supervision
(BCBS): 96, 183, 233, 258-260, 357122,
426n2, 478n130, 479n137; on bail-ins
in bank resolution, 387n63, 439n78,
493n78; on the effects of stricter capital
requirements, 356n18; Jamie Dimon on
rules proposed by, 343; on regulatory
treatment of government debt, 447n35,
478n133, 479n135; skepticism of model-
based approach to capital requirements,
259, 479nn137-139; on social costs
of capital requirements, 309-310n51,
399n3; on systemically important
financial institutions, 395n37. See also
Basel Accords; Basel IT; Basel III; capital
regulation

Basel II (2004): history of, 96, 437n66;
implementation of, 177, 397n53, 398n54,
431n38; in United States, 177, 194,
398n54, 431n38. See also capital regula-
tion; risk weights

Basel III (2011): bankers’ claims about,
389n5; capital conservation buffers in,
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Basel III (2011) (continued)
189, 431n36, 441n87; cash payouts to
shareholders and, 175; equity require-
ments, 241, 242, 257, 261, 262, 458n43,
461n11, 492n13, 514n62; “finalization” of
(“Basel IV”), 260, 279nn140-141, flaws of,
96, 169-170, 176, 178, 181, 186, 223-224,
259-260, 434n53, 479n139; history of,
96; implementation of, 96, 169-170, 175,
398n57, 431n36; and international com-
petition, 194; levels of equity required in,
170, 176-178, 181, 189, 310-311nn53-54;
leverage ratio regulation in, 177-178,
183, 359n28, 432n42; liquidity cover-
age ratio in, 92; lobbying on, 96, 97, 187,
194, 439n79; long transition period of,
169-170, 175; national politics in recep-
tion of, 194, 443n8; net stable funding
ratio in, 396n42; regulatory reforms, 234;
social costs of equity requirements and,
180, 433n51; tiers of capital in, 431n36;
treatment of minority participations in
bank-owned insurance companies 443n8;
in United States, 194, 431n36. See also
capital regulation, risk weights

BCBS. See Basel Committee on Banking
Supervision

Bear Stearns: appearance of strength in,
87; asset sales by, 381n16; doubts about
collateral of, 164, 425n57; flawed regula-
tion in downfall of, 458n43; government
bailout of, 72, 74, 90, 219, 271, 307-308,
362n48, 385n48, 450n58, 490n60, 498n46;
incentives in compensation at, 408n27;
JPMorgan Chase in bailout of, 72, 74, 219,
271,297, 307-308, 338, 450n58, 503n78;
netting of derivatives at, 86, 391n17; as
non-deposit-taking investment bank, 90;
short-term debt of, 66; solvency problems
of, 423n45; as systemically important
financial institution, 90, 297

Becker, Gregory (SVB CEO), 236

Belgium: bank bailouts by, 11, 57, 192,
360n38, 377n39, 416n39, 442n3, 447n36;
costs of bailouts in, 416n39; neutraliza-
tion of tax penalty for equity funding
in, 140

Ben Artzi, Eric (Deutsche Bank whistle-
blower), 468n58, 522n112

Bernanke, Ben (Federal Reserve chair), 11,
236, 274, 275, 370n16, 377n38, 427n9,
455n13, 499n55

Berra, Yogi, 109, 110, 129, 141

Better Markets, 337-338, 357n19, 361n42,
383n32, 389n4, 412n13, 451n66, 468n60,
519n95

Big Short, The (book and movie), 60, 248,
289, 313, 342. See also Lewis, Michael

bills of exchange, as liquid assets, 396n45

BIS. See Bank for International Settlements

Bittar, Christian, 320, 321, 324, 325

BlackRock, 253, 349-350, 381n16

black swan risks, 385n50

blanket guarantees, 139, 142-143, 146,
411n6, 415n30

Blankfein, Lloyd, 354n8

Bloomberg, data on Fed lending programs,
412n14

BNP Paribas: formed by merger of Banque
Nationale de Paris and Compagnie
Financiére de Paris et des Pays-Bas,
393n28, 448n45; liquidity problems of,
380n13

boards of directors, corporate: conflicts of
interest in, 126-127; in culture of ROE,
126-127, 409n32; focus of, 126; responses
to price declines, 106, 401n13; responsi-
bilities of, 409n32

boards of directors, of Federal Reserve
banks, 205

Bomhard, Nikolaus von (Munich Re),
451n65

bonds: as liquid assets, 396n44; required
return on, 107, 401n14. See also specific
types

bonuses. See compensation (bonuses).

book values: in investment decisions,
102; irrelevance of, 112-114, 403n24;
versus market values, 86-87, 112-114,
392nn20-21, 403nn24-25

boom-and-bust developments, in financial
crises, 56, 454n18

booms, creditworthiness assessments dur-
ing, 56
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Born, Brookley (chair of U.S. Commodity
Futures Trading Commission), 449n51

borrowing and risk, 7-8, 17-31; addiction
to, 43-45, 130, 140-142, 162-163,
165-166, 173, 175, 220, 264, 266, 365n16;
by banks, 4-13, 30, 148-166, 115-128,
241-243, 248-250, 263-265; by busi-
nesses, 49-51; collateral in (see collateral);
dark side of, 31, 32-45, 135, 241-243;
debt covenants in, 141, 482n160; lever-
age created by, 17, 19, 107-108; liquid-
ity problems in, 32, 38-40; managerial
incentives for, 115-128; required return
on equity for, 107-110; subsidies for,
129-147, 265-267. See also interest rate;
mortgages; student loans

borrowing by governments. See sovereign
debt

Bowen, Richard (Citigroup whistleblower),
521n112

Brady, Nicholas, 437n68, 456n28

branches, bank, geographic restrictions on,
393n25

Brandeis, Louis (author), 215, 457n36

Brazil: banking crisis in, 382n22; indexed
debt in, 400n6; reserve requirements in,
396n41

Britain. See United Kingdom

British Bankers” Association, on regulation
of bank borrowing, 5-6, 319-320, 358n22

brokerage houses, 46

Brorhilker, Anne (public prosecutor in
Cologne), 317

Brown, Sherrod (U.S. senator), 236, 394n33,
435n53, 464n25

budget, public, central banks and, 157

Buffett, Warren, 71

bugbears: definition of, 3, 224; in nego-
tiations over banking regulation, 3, 5;
Principle of Unripe Time as, 171-172;
shadow banking as, 224-226; “unintended
consequences” as, 3, 9-10, 224

Bureau of Economic Analysis, U.S., 361n42

Cabiallavetta, Mathis (Swiss banker), 127,
409n36
Cajas, solvency problems of, 428n19

INDEX 569

California: Japanese crisis of 1990s and,
382n25; nonrecourse mortgage clauses
in, 364n5; scandals involving derivatives
in, 71; troubled mortgages in, 369n10

California, Department of Financial Protec-
tion and Innovation (DFPI), 460n2

campaign contributions, by banks, 203, 205,
213, 448n46

capital (equity), 6, 98, 100-114; book value
of, 86-87, 392nn20-21; confusion about
the term, 6-7, 98, 399n2; costs of funding
with, 7-8, 98, 100-102, 111-112, 115,
187-188, 399n2; ratio of, to assets, his-
tory of, 31, 64, 178, 181, 435n55; shortage
of, as a risk, 241-243; sources of, 27-29,
172-176, 182, 189. See also capital regula-
tion; equity; leverage; share(s)

capital conservation buffers, 189-190,
431n36, 441n87

capital gains, taxation of, 406n15, 413n22,
413n24

Capital Markets Union, 234. See also
European Union

capital regulation (minimum capital
requirements), 6, 94-99, 235-236, 241,
389n2, 397n52, 402n20, 436n62, 459n50,
492n13; accounting rules and, 190,
257-258, 382n26; bankers’ claims about,
6-7,97, 169, 221-222, 389n5; benefits to
banks of, 94-95, 152-153, 170; benefits to
society of, 82-83, 98, 130, 147, 149, 166,
180-181, 221, 435n56, 444n22, 464n29;
confused with reserve requirements, 6-7,
97-98, 358n23, 398n61, 399n2; costs
to society of, 180, 389n5, 433nn51-52;
fallacies in debate on (see fallacies); after
financial crisis of 2007-2009, 96, 232n18,
433n50, 445n28; flawed claims about, as
expensive, 7-8, 97, 180, 389n5, 399n2,
404n1; flaws in current and proposed,

13, 96, 220, 223-224; graduated system
of, 189-190; history of, 95-96, 397n53;
impact of, on bank lending, 97, 99, 169,
222, 356n18, 398n59; impact of, on com-
petition with other institutions, 179-180,
199, 445n26; impact of, on economic
growth, 97, 356n18, 398n59, 434n51-52;
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capital regulation (continued)

impact of, on return on equity, 115-116,
404n1, 433n51; incentive effects of, 95,
425n56; leverage in (see leverage ratio);
lobbying on, 96, 97, 99, 204, 268, 294-295,
434n51; lowering of, 260-262, 329,
438n68, 458n43, 514n62; need for, 94-95,
176-83, 191, 219-222 389n2; reform of,
257-258; sovereign debt in, 184, 201,

259, 478n134; subordinated, convertible,
and hybrid debt in, 399n63, 431n36; for
systemically important financial institu-
tions, 389n5, 399n2; transition to higher,

169-172, 175, 427n7, 430-431n31.

See also BCBS; Basel Accords; contingent
convertible bonds (co cos); European
Union legislation; leverage ratio; risk
weights

Capital Requirements Regulation (CRR)
and Directive (CRD IV). See European

Union legislation

capitalism, 350
capture (regulatory, political), 194, 203-207,
213-215, 217, 228, 261, 328-331,

353n5, 480n48, 514-515n64; of media,
523nn125-126. See also fear, politics of
banking: narratives: revolving doors

career concerns, 127, 228, 443n9
Carillion, 333
Carney, Mark (Bank of England governor,
Financial Stability Board chair), 234, 290,
292, 339, 491n3, 503n73,520n103
carry trades: definition of, 103; risks of, 103,
138, 405n9
cartalist view of money, 418n10, 418n14
cartel prohibition, 524n138, 524n140-141
cash: banknotes, 149-151, 273-275; coins,

150, 374n16, 417n6, 485n14; declining
use of, 273-274, 485n17; versus deposits,
153, 154, 418n10; digital currency replac-
ing, 486n19; integrated management
of, by Lehman Brothers, 501n65; versus
interest-bearing assets, 153-155; need
for, 154, 155; negative interests and move
to, 466n36; timing of needs for, 477n121.
See also banknotes; central bank money;
reserves

cash reserve. See central bank money; reserves

CBO. See Congressional Budget Office

CDOs. See collateralized debt obligations

CDSs. See credit default swaps

Center for Responsive Politics, 353n4,
450n60

central bank money, 273-276; in central
bank balance sheet, 276-277; not a debt
of the central bank, 277-280, 419n16,
421n37, 486n20, digital, 486nn19-20;
use of, as a means of payment, 486n22;
use of, to pay sovereign debt, 102, 201,
400n6, 446n32

central bank profits and losses, 277, 279,
287, 487n34

central banks: accounting rules used by,
278-279; as “asset buyers of the last
resort’, 239-240; asset purchases by,
239-240, 288-289; bailouts provided
by, 268-273; balance sheets of, 276-280;
banknotes issued by, 150, 151, 273-281,
283, 374n18, 417n9, 418n14, 418n15,
420n26, 485nn14-16, 486n26, 487n31,
487n41; collateral accepted by, 157,
421n36, 421n39; foreign-currency liabili-
ties of, 280; as funding source for govern-
ments, 157-158, 200; gold standard and,
283; holdings of government debt by, 240;
implicit subsidies provided by, through
bank borrowing, 137-138; impossibility
of default of, on debt denominated in
own currency of, 278-280; and infla-
tion, 157-158, 400n6, 418n14, 419n16,
420n26, 421n37, 446n34; interest rates
paid by, 200, 421n37; as “lenders of last
resort,” 63, 93, 273, 280-283, 421n35,
442n2; limitations on activities of,
157-158, 421n39, 442n2; liquidity injec-
tions by, 39-40, 63, 179, 380n13; loans
made by, 270-271; losses of, 279-280; as
“market makers of last resort”, 239-240;
in monetary policy, 422n39; money of,
151, 419n16; money created by, 273-276;
ownership of, 277, 487n10, 487nn35-36;
and public budget, 157; reserve require-
ments in funding of, 396n41; response
to financial crisis of 2007-2009, 63, 137,
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380n13; and sovereign debt, European,
170, 426n4; and sovereign debt, prohibi-
tion of direct funding by ECB, 422n39;
supports in the COVID crisis, 239-241.
See also central bank money; specific
central banks

central clearinghouses. See clearinghouses

CFTC. See Commodity Futures Trading
Commission

Chapter 11 of U.S. Bankruptcy Code: in-
solvency procedure under, 369n11; 1978
reform of, 369n11, 370n19

checking accounts. See deposits

chemical pollution, parallels between risk in
financial system and, 82, 97, 130, 199

Chrysler Financials, 359n29

Citigroup, 76, 85, 87, 126, 235, 297, 308,
311, 323-324, 338, 341; and AIG bailout,
484n2; in crisis of 2023, 308, 504n79; cul-
ture of recklessness and deception at, 126,
323-324, 414-415n30, 456n28, 460n55,
473-474n95, 510n30, 512n46; debt rating
of, 359n31; fines and settlements 338,
468n60, 520nn99-100; lobbying and
media 235, 356n18, 463n19; power strug-
gles at, 323-324; regulation of, 517n79;
repeated bailouts of, 297, 311, 323-324,
473n95, 505n95, 515n67; size, complex»
ity, and opacity of, 76, 85, 308, 386n62,
391n15, 470n74, 503n76; solvency
problems of, 87, 361n38, 391n392n22,
397n51, 428n13, 429n19, 505n95; subsid-
iaries of, 386n62; whistleblower at, 341

citizens groups, nonprofit, 206, 213, 451n66

City of Glasgow Bank, 1878 collapse of, 31

City of London, 442-443n8, 503n73

clawbacks, 127

Clearing House, The, 412n14, 434n51

clearinghouses (for derivatives), 304; sys-
temic risk from, 433n48, 433n50, 458n46,
500-501nn62-64

co cos. See contingent convertible bonds

collateral, 104, 111, 157, 163-164, 249, 270,
275, 366n19, 378n47, 422n41, 425n55,
425-426n57, 482n160; central banks
lending against, 39, 137, 157, 270, 275,
280, 282-283, 285, 289, 421n36, 421n39,
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442n2, 476n118, 488nn48-49, 490n66,
497n35; in financial crisis of 2007-2009,
164, 370n16, 384n35, 385148, 424n54,
425n55; for mortgage-related securities,
58, 378n47, 379n2; in repo agreements,
164, 424n54, 425n55; valuation of,
and haircuts to, 285, 289, 425-426n57,
476n118

collateralized debt obligations (CDOs),
379n2

Collins Amendment, 439n78

commercial banks: balance sheets of, 47-49,
48f, 281, 372n4; under Glass-Steagall Act,
47-49; guarantees for, 90, 415n32; inter-
est rates of, restrictions on, 53, 54; rise of
money market funds and, 53-54; risk of
lending by, 377n41; Volcker Rule on, 3.
See also specific banks

commercial paper, asset-backed, 423n45,
424n54, 454n18

Commerzbank: bailout of, 429n26, 484né6,
493n17; involvement in cum-ex tax
fraud, 316; questions about solvency
of, 428n19; takeover of Dresdner Bank,
491n70, 512n41

Commodity Futures Modernization Act of
2000 (U.S.), 449n51

Commodity Futures Trading Commission
(CFTC), 389n4, 449n51, 451n62

common equity: in Basel III, 439n79; in
TARP, 429n2

Community Reinvestment Act (CRA)
(U.S.), 447n38

compensation (bonuses): 114, 124, 125,
162, 321, 325, 407n21, 408n24; 511n40;
clawbacks or delayed payments of, 127,
320-321, 409n34; and competition be-
tween banking and other industries,
195-197; effects of mid-size bank mergers
on, 308; in equity, 441n86; excess capacity
in banking and, 172, 428n17; global,
234-235, 329, 511n31, 520n101; impact
of, on performance, 249, 321, 511n34,
511n37; impact of guarantees on, 145,
415n37; impact of guarantees and subsi-
dies on, 130; impunity of delinquents with,
215, 321, 323, 325; incentives from, 116,
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compensation (continued)
122-127, 249, 263, 323, 407n21, 408n24,
408n27; interest rates and, 465n36;

monopolies and, 346; as performance pay,
122-127; price, 347-348; proposed regula-

tion of, 127, 409n35; return on equity and,
116, 122-125; risk taking and, 104, 107,
123-125, 408n27; between savings and

loan institutions and money market funds,
53-54; technological innovations and, 287.

See also international competition

competition law and policy, 511n31,
520n101, 524n135; fairness vs.
efficiency in, 348; prohibition of cartels,
348, 524n138; state aid control by the
European Commission, 491n70, 496n28;
too-big-to-fail concerns in, 308, 504n31

complacency, culture of, 206, 237

complexity: of banking institutions, 221-223,
237,243, 247, 303-305 (see also size
and complexity of banks); in chains of
transactions, 68, 159-161; of derivatives,
71-72; in mystique of banking, 2, 354n6;
of new techniques for risk management,
68-69; of regulations, of risk-weighting
approach, 183-184 (see also risk weights);
of resolution of failed institutions, 76-77,
89, 272, 303-307, 386n62. See also inter-
connectedness

concentration in banking, 12, 89, 144,
307-311, 393nn27-29. See also mega-
banks; mergers; too big to fail

conduits, 381n17, 449n55

conflicts of interest: of auditors and rat-
ing agencies, 128, 332-334, 410n40;
in bank borrowing, 13; in bankruptcy
of businesses, 141; between borrowers
and lenders, 28, 41, 43, 130, 162-163,
173 (see also borrowing); in contingent
convertible bonds, 188; of corporate
shareholders, 126-127; in fragility
of banking system, 149; of lawyers,
335-336; of media, 343-344; of non-
profit think tanks, 344; of politicians
and regulators, 205 (see also capture);
in risk-weighting approach, 184
(see also risk weights)

Congress, U.S.: on debt ceiling, 446n32;
Pecora hearings of 1933 in, 445n27; regu-
latory capture in, 205, 235-236, 450n56,
450n62; revolving door in, 450n56; in
savings and loan crisis of 1980s, 55,
376n35; on stock options, 214. See also
specific laws

Congressional Budget Office (CBO), U.S.:
on long-term impact of financial crisis of
2007-2009, 357n19; on value of implicit
guarantees, 145

conservation buffers, capital, 189, 431n36,
441n87; and prompt corrective action,
189-190

consolidation in financial sector. See con-
centration

Consumer Financial Protection Bureau,
US., 373n13

contagion, 61-65, 282, 294, 302, 369n10,
385n45, 423n45, 497n34, 501n64, 269;
in asset price declines, 63-65, 381n16;
in bank defaults, 62-63; in bank failures,
74-75, 78; in banking crises, 65; in bank
runs, 52 (see also runs, bank); capital regu-
lation’s impact on, 95; from clearinghouse
defaults, 304, 433n48, 433n50,458-459n46;
deleveraging and, 64; fears of, as reason
for bailouts, 294, 296, 299, 472n85, 483n1,
492n13; in financial crisis of 2007-2009,
60-66; in home foreclosures and prices,
369n10; information contagion, 393n24;
interconnectedness and, 61, 66, 161,

219; in LTCM crisis of 1998, 72, 382n20,
385n45; in money market fund runs,
62-63; simplest form of, 61-62; in solvency
problems, 63; in subprime mortgage crisis,
60-61; weakness of stress tests in captur-
ing, 497n34. See also systemic risk
contingent convertible bonds (co cos),
187-188; academic debate on, 440n80,
440-441n83, 493n16; as alternative to
equity, 187-188; benefiting lawyers,
494n20; in CS crisis (AT1 securities),
492n6, 493n16; definition of, 187; problems
with approach, 188, 440n81, 440-441n83,
493n16; types of triggers for, 440n80
core capital, 176, 439n79
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Cornford, Francis: on bugbears and fear
of acting, 3; on “unripe time;” 169, 171,
355n11, 427n10

corn subsidies, 198

corporate borrowing. See borrowing and risk

corporate equity, 27-30, 365n12; cost of,
105-107; return on equity (see return
on equity); sources of coporate equity,
18, 27-30, 173, 365nn14-16, 370n17,
373n14. See also share(s)

corporate governance. See corporations,
conflicts of interest in, and governance of

corporate settlements, 313-314, 336-339,
512n45, 519n91

corporate shareholders, 26-29, 105-107;
dividends paid to (see dividends); impact
of new shares on existing, 28, 175, 182,
365nn14-16, 370n17, 430n29; payouts
to, 172-176, 182, 189, 223; return on
equity for (see return on equity); rights
offering to, 175; of unlimited-liability
banks, 30-31. See also corporate equity;
corporation(s)

corporation(s), 26-31; balance sheets of,
27, 27f, 28, 365n12; bankruptcy of (see
bankruptcy, of businesses); compensation
in (see compensation [bonuses]); conflicts
of interest in, and governance of, 125-128,
224,227, 365n10, 401n13, 408n29, 429n24;
debt funding of (see borrowing); distribu-
tion of profits of, 105 (see also dividends;
payouts); equity funding of (see corporate
equity); financial distress of, 370n18;
funding of, 18, 29, 101, 105, 108-110, 112,
140; insolvency of, 41; legal personhood of,
26; limited liability of, 26; profit distribu-
tions of, 105 (see also dividends, payouts);
shareholders of (see corporate sharehold-
ers); shares of (see share[s] of equity); stock
repurchase by, 29-30; taxation of, 112,
139-140, 188, 413n26

countercyclical buffers, 441n87, 464n24

counterparties: regulation of exposure to
single, 88, 392n24; risks from, 88, 186

covenants, debt, 41, 141-142

covered bonds: definition of, 422n41,
428n17; in Germany, 428nn17-18; as
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liquid assets, 396n44; versus mortgage-
backed securities, 378-379nn47-48;
mortgages in, 378nn47-48, 422n41

COVID pandemic, 237-238, 261-262;
asset purchase bailouts during, 288-289;
bailouts during, 271, 272; central bank
supports during, 239-241

CRA. See Community Reinvestment Act

credibility: of “no move bailouts” promises,
139, 247, 272, 290, 295, 306; of threat
of allowing bank failures, 75-76, 139,
388n65; of threat of closing banks for
capital violations, 189

credit cards: interest rates on, 104, 400n11;
payments through, 49, 150

credit crunches: causes of, 5, 425n54; fears
of, in delay of regulation, 171-172; in
financial crisis of 2007-2009, 5, 211,
425n54

credit default swaps (CDSs): at AIG, 69,
73-74,379n1, 383n34, 458n44; definition
of, 68, 379n1; and interconnectedness,
68-69; origins of term, 383n34; regula-
tion of, 383n34; risks of, 73-74; in risk-
weighting approach, 185

Crédit Immobilier de France, bailout of, 74

credit insurance, risks of, 73-74. See also
AIG; credit default swaps

credit limits, regulations on, 88, 392n24

Crédit Lyonnais: cost of bailout of, 442n7;
failure of, 55-56, 376137

creditors: benefits of bailouts and guarantees
to, 129, 142, 268, 271, 294, 296; collateral
used by, 164, 425n57; conditions and
covenants demanded by, 141, 234, 269,
482n160; challenge of borrowers making
commitments to, 482n160, 482-483n166;
default as problem of, 36, 268, 300, 368n3;
deposit insurance and, 62, 163; depositors
as, 263-264, 482n160; lending through
repo (repurchase) agreements, 164; loss
absorption by, 271, 293, 295, 302, 306,
499n50; motivations for short-term lending
by, 163-165; response to default, 35-36;
rights of (for corporate tax classifica-
tion), 493n16. See also conflicts of interest
between borrowers and lenders
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credit ratings: conflicts of interest of agen-
cies and, 332-334; guarantees in, role
of, 9, 143, 359nn31-32, 414n28; for
mortgage-related securities, 156-157,
185; risks hidden in, 124-125, 156-157,
222,420n29; in securitization of mort-
gages, 383n33

credit risks: AIG and, 74, 161; definition of,
437n64; in financial crisis of 2007-2009,
157, 185; in risk-weighted approach, 183,
437n64, 437166

Credit Suisse (CS), 231-232; accounting
rules and, 258; Archegos investment fund
collapse, 245, 249, 250, 324; bailout of,
270, 291; Greensill Capital Group and,
249-250; imposition of losses on holders
of debt of, 299-300; incompetence at,
249; market value of equity of, 2022, 245;
opaqueness of balance sheets of, 245-247;
potential for weekend resolution of, 307;
taken over by UBS, 301, 308, 309, 343

creditworthiness assessments, 50; careless-
ness in, 56, 401n12; challenges of, 50;
economizing on, 373n13; hard versus soft
information in, 50, 372n9; for mortgages,
56, 58, 372n9, 401n12

criminal association (organized crime),
508n9; Deutsche Bank as, 468n61

criminal proceedings, 208, 215, 228, 445n27

criminal prosecutions, 314, 318, 338, 506n2,
507nn3-4

crony capitalism, 455n19

Cryan, John. See Deutsche Bank, power
struggles at

crypto currencies, 232

CS. See Credit Suisse

culture of banking: greed, reckless risk tak-
ing, and lies in, 115, 125-128, 208-209,
248-250, 318-327. See also complacency;
enforcement; rule of law

cum-ex tax fraud, 315-318, 328, 333, 506n3,
508n14, 509n17, 509n19, 521n107,
522n116; covered by Swiss bank secrecy,
317; criminal proceedings, 317-318; par-
ticipating banks in, 316; role of American
Depository Receipts (ADRs) in, 509n19;
whistleblowers in, 316, 317, 318

currency regime: Bretton Woods fixed-
exchange rate regime, 47, 382n23,
487n33, 489n59; currency boards,
418n15, 457n39; gold standard and, 150,
273,278, 280, 283, 489nn57-59; risk of
sovereign default and, 400n6

currency swaps, 384n37

damage to third parties (“external effects”)
as a reason for regulation: in banking,
82,97, 145-147, 155, 197-199, 262,
389nn4-5; in industries causing environ-
mental damage, 13, 82, 97, 130, 197; in
traffic, 191

Danske Bank, 507n3

debit cards, 49, 150

debt, 268; bailouts from (see bailouts);
contingent convertible (see contingent
convertible bonds); government (see gov-
ernment debt); hybrid, 498n48; junior or
subordinated, 58, 364n5, 371n22, 381n19,
424n52, 430n30, 468n59, 493n17,
496n27, 497nn40-41; loss-absorbing,
293-295, 302, 481n156, 488n44, 494n19;
tax subsidy of corporate, 265-267; treated
as equity in regulation, 187-188, 439n38.
See also borrowing and risk; creditors;
specific types of debt

debt ceiling, U.S., 446n32

debt contracts, restrictions (covenants) in,
41, 141-142. See also collateral; creditors

debt-equity funding mix. See funding mix

debt guarantees. See guarantees, government

debtors’ prison, 36, 368n6

debt overhang, 33, 42-43, 365n16, 370n18,
403n26, 424-425n54, 482n160; effect
on lending, 81, 356n18, 370n18,
391-392n19, 403n26; excessive borrow-
ing encouraged by, 43-45, 130, 162-163,
165, 173, 175, 365n16. See also borrow-
ing and risk; distress, financial; solvency
problems

default: in ancient Rome, 36, 368n4, 35-38;
bailouts from, as borrowers’ versus credi-
tors’ problem, 36, 62, 368n3, 369n13;
causes of, 36, 38-41; creditor responses
to risk of, 8-9, 35-36, 103-104; disrup-
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tions caused by, 10-12, 36-38, 61-63;
legal action on, 35-36. See also bailouts;
bankruptcy; deposit(s); guarantees,
government; mortgages

Delaware: bankruptcy in, 371n19; ease of
incorporation in, 339, 520n105

deleveraging, 287, 381n19, 430nn30-31,
466n37; through asset sales, 64, 175,
381n19, 430n30

demand deposits. See deposit(s)

democracy: concern for, xiv, 312, 318, 344,
350-351; money in politics, 448-449n46,
450n60; public anger, 1, 315. See also
capture; lobbying; politics; rule of law

Denmark, costs of bailouts in, 416n39

Department of Justice, U.S., 314, 336-338.
340, 519n96, 519n98, 521n96. See also
accountability, lack of; corporate settle-
ments

deposit(s): in bank balance sheets, 48-49,
372n4; as a basis for payments, by checks
and other means, 49, 148, 152-153,
273-274; benefits from, 49, 148, 149-150;
versus cash, 149-150, 153, 154, 174,
418n10; cost of, for banks, 111; as a debt
of banks, 154-156, 263, 481n156; as a
form of money, 150, 417n10; as a funding
source for banks, 48-49, 51-52, 111,
150, 402n21; insurance on (see deposit
insurance); liquidity transformation and,
155-156, 374n17; interest on, 49, 372n6;
maturity transformation and, 51; runs
on, as a risk for banks, 51-52, 150-153;
savings deposits, 372n2; as a source of
insolvency risks, 51, 154-156, 263.
See also uninsured deposits

deposit insurance: creditors protected
by, 62, 163; dark side of, 283-288; in
Europe, 366n25; as explicit guarantee,
129, 136-137, 139; functions of, 62;
limits of, 286, 310; money market funds
as lacking, 67, 93, 433n47; premium
charged for, 111, 136-137; runs in
absence of, 93, 397n46; in United States
(see Federal Deposit Insurance Corpora-
tion; Federal Savings and Loan Insurance
Corporation)
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depositor runs, 2023. See uninsured de-
posits

Depository Institutions Deregulation and
Monetary Control Act (DIDMCA) of
1980 (U.S.), 375n28

deregulation, 215, 285, 375n28; and con-
centration in financial sector, 89, 393n27;
European Commission, 463n18; industry
lobbying on, 464n27; of interest rates on
deposits, 54, 375n28, 405n8, 476n119;
of mergers, 375n28; 376n35; of savings
banks, 54-55, 94, 375128, 376n35; in
Trump era, 235, 240, 467n52; warnings
on, 376n35

derivatives, 69-74, 244, 384n37; account-
ing rules for treatment of, 71, 85-86, 244,
341, 384n42, 386n53, 390n11, 390n13,
391nn16-17, 437n68, 468n55,469n71-72,
470n74,470n78; and borrowing, 367n28,
384n41, 460n57; clearinghouses for, 304,
433n48, 458n46; credit insurance as,
73-74; in crisis of 2007-2009, 304-305,
327, 381n17, 385n48, 457n42; exceptions
for, in bankruptcy, 164, 227, 360n35,
363n54, 425n55, 460n57; forward con-
tracts as, 69-70; gambling with, 70-71,
73,123, 324, 326, 395n39; JPMorgan
Chase, London Whale, and, 324-325,
390n11, 390-391n14, 452n6, 512n49;
and LIBOR, 319-320, 452n2, 510n28; in
LTCM crisis of 1998, 72; lying in con-
tracting for, 71-72, 385n43, 452n5, 453n6;
netting of, 85-86, 391nn15-17; notional
values of 474n74; rise of, 70; risks from,
70-73; scandals involving, 70-71, 452n6;
tradability of, 498n49; types of, 69-70,
384n37; used by commercial banks to
escape Glass-Steagall strictures, 377n17;
weak regulation of, 204, 437n68, 449n51,
451n51, 451n62. See also credit default
swaps; mortgage-backed securities

Deutsche Bank: accounting issues in 2008
crisis, 341, 468n58, 512nn43-44, 513n59,
513n115; Ackermann and, 5, 97; BaFin
and, 320-322, 326, 329; derivatives of,
244, 469n72; equity of, 160, 176, 358, 27;
431n37, 468n59; fines and penalties for,
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Deutsche Bank (continued)
242, 320, 384n40, 468n60, 484n2; fragil-
ity of, in 2016, 242-243, 308; involvement
in litigation and scandals, 316, 318-321,
468n61, 506n3, 508n8; lobbying by, 5,
97, 357n18, 502n69; power struggles at,
321-323,511-512nn41-45; return on
equity of, target and actual, 120-122,
358n27, 406n12, 406-407n15, 513n59;
role of investment banking at, 123, 312,
323,407n20, 473n89, 511nn35-37,
512n45, 513n59; systemic risk from,
10-11, 243, 308, 480n148, 499n54; weak-
ness of internal rule enforcement, 324,
whistleblowers in, 468n58, 522n115

Dexia: debt as percentage of assets in,
360n37; formed by merger of Crédit
Communal de Belgique and Crédit Local
de France, 393n28, 447n36; govern-
ment bailouts of, 11, 57, 192, 360n38,
377n39, 394n36, 442n3, 442n7, 447n36;
government debt held by, 201, 447n36;
money market funds invested in, 426n3;
solvency problems of, 177, 432n40

Diamond, Bob (Barclays CEO): on blame
for financial crisis of 2007-2009, 353n3;
on contingent convertible bonds, 188,
441n84; and LIBOR manipulation, 208,
209, 318-319, 452n4; on target return on
equity, 120, 122. See also Barclays

DIDMCA. See Depository Institutions De-
regulation and Monetary Control Act

digital money, 486nn19-20

dilution, 28, 175, 430n29. See also debt
overhang

Dimon, Jamie (JPMorgan Chase CEO):
on allowing bank failures, 77-78; on
Basel III and capital rules, 194, 343,
398n60, 436163, 481n150; Bear Stearns
acquisition, involvement in, 503n78; on
blame for financial crisis of 2007-2009,
1, 353nn2-3; as board member of New
York Fed, 205, 450nn57-58; denying
implicit guarantees, 359n30; engagement
in lobbying of, 205, 235, 427n9, 435n4,
450n58, 463n19; on “fortress balance
sheet,” 83, 84, 390n6, 512-513n49; on

level playing field, 343, 360n33, 398n60,
522nn122-123; on leverage as cause
of crisis, 356n17; London Whale and,
325, 512-513n49; media coverage of, 1,
343, 402n20, 435n4; on paying for bank
failures, 78, 388n67; on risk-weights and
their impact, 343, 436163, 522nn122-123
on stress tests, 481n150; and 2013
JPMorgan Chase settlement, 337-338,
341; on Washington Mutual acquisition,
307-308. See also JPMorgan Chase

disciplining effect, of short-term debt of
banks. See academics

discount rate, 233, 275-276, 486n27

discount window, 275, 280, 297, 476n118,
486n27

distortions in decision making and market
outcomes, 92, 129, 179, 182-183,
183-185, 197-198, 220, 222, 224,
226-227,265-266, 271, 383n32, 388n70,
493n15, 503n73. See also bailouts; debt
overhang; damage to third parties; dis-
tress, financial; guarantees, government;
recklessness; subsidies

distress, financial, 41-43; caution or
recklessness in response to, 33, 41-43;
costs of, 140-142, 171-172, 211, 370n18,
388n70; debt overhang and, 42-43,
370nn17-18, 388n70, 425n54; doubts
about solvency and, 32, 39, 63, 69, 211,
238, 291, 429n54; in financial crisis of
2007-2009, 17, 211, 391, 429n54; govern-
ment guarantees and, 55, 62, 93, 164,
415nn37-38, 417n5, 428n18, 465n65;
hidden insolvency and, 54-55, 171;
prevention and relief of, 81, 171-172,
216-224; shareholder resistance to rais-
ing equity in, 162. See also bankruptcy;
debt overhang; specific banks

dividend payments, 27, 29-30; conflicts of
interest in, 126-127, 141; in cum-ex scan-
dal, 316, 508n14, 509nn16-17; European
trends in, 366n17; during financial crisis
of 2007-2009, 174-175; homemade,
29-30, 106, 173, 429n23; versus retained
earnings, 29, 114, 141, 172-176, 366n18,
429nn21-23; versus stock repurchases,
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29-30; in TARP, 429n26; usefulness of
aban on, 172-176, 190, 223, 238, 241,
172-176, 434n53, 480n146, 481n150

Dodd-Frank Act of 2010 (U.S.), 234,
235, 236, 272,461-461n12, 478n29,
523n129; bailouts forbidden by, 138, 272,
290; Collins Amendment to, 439n78,
440n82; Consumer Financial Protection
Bureau under, 373n13; on costs of bank
failures, 76; on credit limits, 392n24; on
credit rating agencies regulations, 334;
delayed implementation of, 234, 236,
356n16, 389n3, 462n12, 463n20, 464n27,
478n128; Financial Stability Oversight
Council under, 395n37, 451n64, 460n53;
on living wills, 77, 387-388n65, 500n59;
lobbyists” influence on, 3, 235, 355n13,
393n24, 394n34, 450n60; Office of Finan-
cial Research under, 451n64; on regula-
tion of compensation, 409n35; repeal
of part of, 235; on resolution authority,
76, 77,138-139, 387n63, 499n50,
500nn58-59, 502n69; on single counter-
party credit limit, 392-393n24; on sys-
temically important financial institutions,
235, 290, 296-297, 360n36, 363n53,
395n37, 478n128; whistleblower program
established by, 341. See also Volcker Rule

domino effects, 61; from credit default
swaps, 68-69; in financial crisis of
2007-2009, 61, 66. See also contagion

dot-com bubble of 1990s, 60, 61, 379n3,
380n6

down payments, home, 18-24, 22t

downturns. See recessions

“dumb banks,” 78, 388n67

Durbin, Dick (U.S. senator), 449n48

Diisseldorf (Germany), banks located in,
as willing buyers of mortgage-related
securities, 248, 383n29, 473n93

earthquakes: as analogues to financial cri-
ses, 206-207; preparing for, 78

EBA. See European Banking Authority

ECB. See European Central Bank

Ecole Nationale ¢Administration (ENA),
203, 448n43
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economic downturns. See recessions

Economic Emergency Stabilization Act of
2008 (U.S.), 448n46

economic growth. See growth

Economic Growth, Regulatory Reform, and
Consumer Protection Act of 2018, 235

economic nationalism, 193-194, 199

economic recessions. See recessions

economy, benefits provided to, by banks, 3,
49-51, 148, 355n14

Edge Act, 312, 480n148

efficiency, economic, 345-346

efficient scale, for banks, 50-51, 89, 144,
394n31, 414n29

Ellison, Keith (Congressman), 394n33

embezzlement, 330

eminent domain, 369n10, 403n25

Emperor’s New Clothes (Andersen), 1-2, 9,
97,262, 351

employees: bonuses for (see compensation);
career concerns of, 127, 228, 443n9

employment, in financial crisis of 2007-2009,
357n20, 361n42

ENA. See Ecole Nationale dAdministration

enablers of abuse and fraud, 342-347

Enarques, 203, 448n43

enforcement of rules and regulations,
214-217, 314-315, 348, 350; in institu-
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of, 8; Glass-Steagall Act restrictions on,
46; guarantees for, 90; money market
fund runs and, 380n12; mortgage securi-
tization by, 58; need for tighter regulation
of, 218-219, 458n43; regulatory capture
and, 204, 449n52; versus retail banks,
risks of, 90-91; ring fencing and, 90;
services offered by, 390n14; transforma-
tion from partnerships to corporations,
406n14. See also specific banks

Ireland: cost of bailouts in, 197, 309; EU
support of banks in, 12, 363n52; failure
of banks of, 12, 89, 143, 362n45, 362n51,
504n85; mortgage debt in, 364n4; real
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of banks with nonperforming loans in
mid-2010s, 464n28, 465n34,469n70

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



© 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.

588 INDEX

It's a Wonderful Life (movie), 46-47, 49, 52,
67, 159, 160, 211, 371n1

Jain, Anshu (Deutsche Bank Co-CEO),
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fines and settlements involving, 325,
336-338, 340, 343, 468n60; “fortress
balance sheet” of, 83-87, 390n6; fragility
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with banks, 340; in writing and imple-
menting laws, 480-481n149. See lawyers

lawlessness, 312-315, 350-351; auditors and

rating agencies as conflicted “gatekeep-
ers” and, 332-334; corporate gover-
nance, power struggles and, 321-324;
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315-318, 335-336; legal separateness,
economic power of corporations and,
314-315; opaque corporate settlements
and, 336-339; secrecy and, 337-341;
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ratchet effect (addiction), 43-45,
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mortgage-backed securities, 378n48;
extended, 31; limited, 25-26, 30-31,
364n10; unlimited, 30-31, 153
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limited-liability businesses, 25-26; banks as,
30-31; versus extended liability, 31; forms
of, 364n10; rise of, 30; versus unlimited
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See also liquid assets

liquidity in bank resolution. See resolution

liquidity narratives, 524n133; the crisis of
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loss-absorbing debt. See resolution

LTCM. See Long Term Capital Management

LTCM crisis of 1998, 72; bailout in, 72,
74, 90, 219; contagion in, 72, 382n20,
385n45; unanticipated risks in, 73

LTRO. See long-term refinancing operations

Luxembourg, bank bailouts by, 361n38

Mack, John (Morgan Stanley CEO), 356n17

Madoff, Bernard, 456n33, 516n75

M&M. See Modigliani-Miller
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entities, 84; reductions in lending by,
62-63; regulation of, 54, 67, 161,

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



© 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.

240-241, 259, 356n16, 375n27, 383n30,
424148, 433n47, 459n53; rise of, 66-67,
423n46; risks of, 423n46; runs on, 62-63,

67, 93, 161; safety of, 232, 250; in securiti-

zation of mortgages, 159-160; as shadow
banking institutions, 225, 459n53; stable
net asset value (SNAV), 433n47, 467n49

money view of banking, 149-151, 374n18

Moody’s, downgrade of Bank of America
and Citigroup, 359n31

moral hazard. See incentives and moral
hazard

Morgan Stanley: bailouts benefit of, 410n1,
484n2, 493-494n17; change in status to
bank holding company, 93, 138, 410n1;
and knowledge about LIBOR scandal,
452n4; large trading losses of, 384n39;
mistakes admitted by, 356n17

mortgage(s), 18-24; adjustable-rate, 34,
160, 367n2, 422n44; in covered bonds,
378nn47-48, 422n41; creditworthiness
assessments for, 56, 58, 372n9, 401n12;
default on (see mortgage default); down
payments and, 18-24, 22t; in financial
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Netherlands: costs of bailouts in, 416n39;
failure of Icelandic banks and, 362n51,
444n19, 502n71; history of banking in,
374n16

net stable funding ratio (NSFR), 396n42

netting, 85-86, 391nn15-17, 472n86
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2008-2009, 5, 11, 357n19

recklessness, of heavily indebted borrow-
ers, 33, 41, 43, 49-50, 54-55; in bank-
ing, 54-55, 94, 145, 176, 204, 206, 224,
226, 248-253, 264, 285-286, 312-315,
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Reserve Primary Fund, impact of Lehman
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440n80, 492n15; bridge banks in,
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503n73; legislation on, 76-77, 363n53,
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financial distress and, 41-43; guarantees
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banking reform supported by, 199,
445n28; capital regulation in, 445n28;
costs of bailouts in, 416n39; crisis of early
1990s in, 377n41, 395n39; Finma (regula-
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implicit subsidies for, 130, 142-45 (see also
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91. See also implicit subsidies; megabanks;
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Treasury bills, U.S.: average return on, 107;
versus cash, 420n27

Treasury-Federal Reserve Accord of 1951,
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of, 362n50; bank failures in, 55; Banking
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supported by, 199, 445n28, 449n53;
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