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BOOK REVIEW

“T HE BANKERS’ NEW CLOTHES: WHAT’'SWRONG WITH
BANKING AND WHAT TO DO ABOUT IT”
BY ANAT ADMATI AND MARTIN HELLWIG

S. Tolga Tiryaki*

ABSTRAC Anat Admati and Martin Hellwigdentify the key problems in banking
excessive borrowing and rigkking, increased interconnectedness between |
ineffective regulation and supervision, distorticarsd inefficiencies from explicitro
implicit government guarantees and subsidies, amk$) governance problems. ~
authors propose a simple solution: raising the teqplity requirement to 280 percer
of total assets. They argue that this solution waidghificantly reduce the fragty of
banks. Finally, the authors also highlight the imi@oce of political will as aessentic
element for meaningful financial reform.
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6z Anat Admati and Martin Hellwigoankacilikla ilgili balica sorunlarisu seklide
belirlemektedir; a@r  borglanma ve risk alma, bankalar arasinda sikkin
bagimhliklarin artmasi, etkin olmayan dizenleme veejin, hikimetler tarafind
verilen acik veya zimni garantiler ve siibvaaslgr, bankalarin yoéngtm sorunlari
Yazarlar bankalarin sermaye yeterliliklerini toplawarliklarin ylizde 2®O0'u
dizeylerine yikseltecek basit bir ¢6zim ©6nermekteMazarlar bu ¢6zimi
bankalarin kirilgangini belirgin sekilde azaltagani savunmalddir. Son olara
yazarlar anlamh bir finansal reform igin politik atarliligin énemine dikke

cekmektedir.
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1. Introduction

The destabilising impact of the global financialisiy has been so
enormous that almost everyone has an interest at wiant wrong in the
banking system. Even Queen Elizabeth Il did famowsdk academics
during a visit to the London School of EconomicsNiovember 2008 about
why no one saw the financial crisis coming. Fouargelater, she was
offered a three-fold explanation at her visit te Bank of England from one
official “People thought markets were efficient,opée thought regulation
wasn’t necessary. Because the economy was stadrie wWas this growing
complacency,” he told the Queen, adding that “peaptin’'t realize just
how interconnected the system had becoh#ter reading this book, one
may replace the word “people” in this statemenhwhankers, regulators,
and politicians” in order to better qualify who #eepeople are.

The book, The Bankers’ New Clothedy Anat Admati and Martin
Hellwig, two prominent economics and finance scigla devoted to make
a very strong case for higher bank capital requer@sh The authors’ main
motivation is to show how the financial crisis abllave been avoided had
the troubled banks had higher capital and lessolbang with respect to
their balance sheets. The title of the book andcdréoon presented on the
cover is a reference to Hans Christian Anderseaiés The Emperor's New
Clothes The authors use this tale as a metaphor to explav arguments
by those who oppose higher capital requirementssamcter regulation in
general (i.e. bankers, regulators, politicians, emen some academics) can
often be unfounded, misleading or even manipulatared hence, can be
viewed as creating a certain mystique attachedatking and bankers. To
this end, the authors reveal a number of (23, tpreeisej what they call
“the bankers’ new clothes”, that is, “flawed claiiregainst the case for
higher bank capital requirements.

The sub-title of the book, “What's Wrong with Bangiand What to Do
about It”, provides the reader at the outset witlffigent hint that the
authors have very strong opinions about the banlggstem. Indeed,

1 CNBC, “Britain’s Queen Quizzes Central Bank on dficial Crisis”, December 14, 2012. Accessed at
http://www.cnbc.com/id/100313755 on December 9,201

2 The authors maintain a web site at http://bankewsiothes.com that contains additional materialaltioe
book. There is also a list of the “23 flawed claidebunked” which summarises the authors’ main aggism
against common defensive claims by bankers. Seeafigmd Hellwig (2013b).

48



Tiryaki | Central Bank Review 14(1):47-55

regarding the first question, the book describes ¢hrrent state of the
financial/banking system as being too fragile pattrly to the changes of
the price of banks’ assets or the price of colitey which their assets are
attached. The fragility arises from banks’ excesdmorrowing relative to
their capital, which significantly amplifies thgbotential losses as well as
profits. However, the authors claim that, given ihgplicit or explicit
bailout guarantees from the government, banks (et managers in
particular) take on excessive risks in the comébrthese guarantees so that
the downside risks are in effect transferred tqégers while the banks
accrue the benefits themselves.

This book is intended for a broader audience tludelysprofessionals or
academics. One major objective of the book is &ater a political opinion
among the society towards stronger and quickemmctor a safe and
prudently regulated banking system. The authorsnmgdt to do so by
explaining how the current state of banking expaksegublic to significant
risks. They advocate that the risks emanating fitbmn fragility of the
banking system can largely be avoided by signifiganaising the amount of
capital (equity) to 20-30 percent of total ass&tey claim that this solution
has virtually no cost to society, while the cosbémks may be much smaller
than claimed by bankers when the expected fallainkb’ riskiness (due to
much higher capital relative to total assets) igpprly taken into account.
They also criticise ongoing reform efforts (Basdl) las being slow,
inadequate and unnecessarily complicated, andaratbbust reforming of
the financial sector.

In their quest for convincing the average voter,mati and Hellwig
pursue a strategy consisting of two aspects. Teegart of their strategy is
to dissolve the mystique surrounding the businésmoking. They educate
the reader on the issues of risk and return, agid tblationship with equity,
as well as on the jargon that bankers use. Thendemspect of their strategy
is to challenge and discredit many claims thatwsed by bankers or by
those who are sceptical about tighter banking egmn. The most important
one is the claim by bankers that if capital requieats were to be raised,
then the banking sector would not be able to exgenchuch credit as before
because the cost of capital is high. The authaygest that the reason why
bankers argue that bank capital is costly is bex#usir required return on
equity (ROE) is very high to compensate for rislevated from excessive
borrowing. They also point to the existence of veugcessful non-financial
firms which never borrow but raise funds througtaireed earnings or issue
of new equity, and ask why bank capital would beerexpensive than the
cost of equity for non-financial firms once thekedrom excessive leverage
are appropriately taken into consideration.
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2. Contents of the Book

The book is organised in 13 chapters and 3 palts.fifst chapter, “The
Emperors of Banking Have No Clothes”, can be seea aummary of the
book with a concise explanation of the motivati@n Writing on such a
topic. The chapter also provides a sampling of‘bankers’ new clothes”,
that is, bankers’ claims, which the authors dukbflasved”, against the case
for tighter banking regulation. The authors alsovite a discussion of why
bank safety matters, or why bank failures —espgciddilure of a
systemically important bank— would have more dreast consequences
than the failure of a non-financial firm.

The first part, “Borrowing, Banking, and Risk”, lns the foundation for
the discussions in the subsequent parts. The authprout the conceptual
framework through an exposition of the relationn®n borrowing and risk.
Chapters 2 and 3 discuss this relation in more rg¢éterms and not specific
to banking. The next two chapters reflect this sial to banking, and
review the implications of excessive risk-taking floee banking system.

Chapter 2, “How Borrowing Magnifies Risk”, startgtlva mortgage
example and shows how fluctuations in the valu¢hefhouse expose the
borrower to greater risks when the down paymentletively small. There
is also a comparison of personal borrowing withifess borrowing and
corporate borrowing. This chapter goes on to shioat torporations can
raise funds without borrowing, mainly through isspinew shares or
retaining profits; and also that banks rely on baing much more than do
other firms.

Chapter 3 exposes the reader to “The Dark Sideoofol/ing”. When the
borrower faces financial difficulties and defautts her debt, not only the
borrower, but also lenders and possibly others maynto financial distress.
The authors introduce the concepts of default aadkiuptcy, and also
differentiate liquidity problems from solvency ptetms. Finally, the authors
argue that once debt is in place the borrower mageentive to borrow
more and resist reducing her indebtedness becéule tact that downside
risks are shared by the lender.

Chapter 4, “Is It Really ‘A Wonderful Life’?” shitthe focus to banks
and what they do. The chapter explains how thetioadl deposit-taking
savings banks offer the society an important serthcough deposits and the
payment system, but at the same time, how theprarge to bank runs. The
authors do this by providing a brief historical agnt of the banking sector
in the US. In particular, they explain how risingerest rates during 1970s
set the demise of commercial and savings bankepssdors directed their
savings to money market mutual funds, and how carmialeand savings
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banks subsequently started to invest in very ris&gets in order to cover
their previous losses. The authors conclude thapten by analysing risks
from lending (credit risk) and the way financialnavation is used to
manage these risks, for example, through mortgagerisisation.

Chapter 5, “Banking Dominos”, tries to answer thesfion of why the
financial system was so vulnerable at the 2007-2d@hcial crisis, and
why the damage was so great. The main discussidhisnchapter flows
through the role of contagion and increased intamectedness between
financial institutions. The effect of sophisticatiancial risk-management
instruments such as securitisation, credit defawkips, and derivatives is
also elaborated. In the last section of the chafiterauthors ask, should we
let banks fail? They cannot reach a solid conchysiut they stress their
concerns regarding the difficulties involved in tresolution of large and
complex financial institutions that span acrossenmétional borders.
However they also mention potentially large costthe rest of the economy
if financially distressed or insolvent banks aré¢ mesolved.

The second part of the book, “The Case for MorekBaquity”, consists
of five chapters. This part is based on authorshpse that unlike natural
disasters such as earthquakes, financial crisespareentable or their
likelihood can be significantly reduced. The maiessage of this part is that
the financial system need not be so fragile, aad tiforming the financial
system does not necessarily impose costs to spaietige form of reduced
credit availability, or impaired payment system.

Chapter 6 is devoted to the issue of what can bee do reduce the
fragility of banks. The authors consider variouskiag regulation measures
in order to induce banks to take account of nega@xternalities they
impose on the rest of the economy. Prudent reguladtarts from better
bookkeeping. To this end, the authors propose wetitimg the use of
off-balance sheet items as much as possible. Th®msubriefly review
various approaches to managing risk from bankséstments, including
limiting banks’ exposures to individual counterpest geographical
restrictions, “breaking up the banks into smalieore manageable, and less
complex entities”, and separation of deposit bagpkirom investment
banking. They also discuss controlling liquiditgks by means of reserve
requirements, liquidity coverage ratio regulatiand government or central
bank guarantees to provide liquidity as the lerafdast resort. Lastly, they
discuss the merits of a third approach, capitalleggn, which “focuses on
the banks’ ability to absorb losses without becagmirsolvent”.

Chapter 7, “Is Equity Expensive?”, is one of thesieritical chapters of
the book. It challenges bankers’ arguments agaimgther capital
requirements and their claim that tighter regulaiovould harm the
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economy because higher cost of capital relativelebt would increase
banks’ overall funding costs. The authors apprdaehquestion of whether
equity is expensive for banks from two angles.tFifsey explain why and
how the required rate of return on equity is clpselated to the risk of the
investment being undertaken. Second, they arguethieacompositionof
funding for a particular bank is also decisive oogerly identifying the cost
of equity relative to debt. The greater the weightlebt in the debt-equity
mix, the higher is the risk of default, and henloe tost of borrowing also
increases. As for the required rate of return onitggthe greater the
leverage of the bank, the risk to shareholderdss greater. The authors
also hint of further analysis in following chaptetsy also arguing
government guarantees or deposit insurance can tmakewing cheaper
and more attractive for banks.

Chapter 8, “Paid to Gamble”, criticises the rolecofporate culture and
governance problems in banking which promote exeesssk-taking by
bankers. The authors show that bankers almost alwagcentrate on the
upside while they typically underestimate and igntlie downside risks.
They take on the claim of “higher capital would @sxse return on equity”
and demonstrate how this statement overlooks thaside risk scenario in
which the actual return on equity is greater (lesgative) when capital is
higher. The authors also state thatridsguiredreturn on equity is also much
lower when equity is higher. Bankers often set &iglROE targets
supposedly for the benefit of shareholders. Howetrer authors state that
“shareholders might actually be harmed by acti@t thanagers take to try
to achieve a target ROE”. Bank managers’ such bebtgvthe argument
goes, is very much related to the way they are paithe basis of the profits
their banks make. Therefore bank managers may engaagtivities to hide
risks, which may eventual lead to ineffective amditof managers by the
board.

Chapter 9, “Sweet Subsidies”, tackles the questibmvhy banks can,
“despite being so highly indebted, find willing ters and continue to
borrow at terms that are sufficiently attractive them”. The key role in
answering these questions falls onto guaranteesuaiosidies. The authors
argue that explicit or implicit bailout guaranteediich are intended to ease
financial distress and reduce the likelihood of kbé&alures, paradoxically
encourage banks to increase the riskiness of baance sheets, knowing
that the downside risk would be borne by guarardascreditors. Also, tax
codes in many countries favour debt over equitysbiysidising the cost of
borrowing through allowing interest expenses todbducted from taxable
income. Furthermore, the authors also argue thesethguarantees and
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subsidies give banks a strong incentive to expanddorowing in order to
earn the status of “too big to fail”.

Chapter 10, “Must Banks Borrow So Much?”, invediggathe rationale
for the current state of banking with too little usyy and too much
borrowing. The authors conclude that there is gttifeate justification for
banks’ over-borrowing and that the society is aiféewhen banks rely less
on subsidised borrowing and use more equity. The&yadd that services by
banks, such as deposits and payment systems, wotilde compromised
when banks borrow less; on the contrary, confidencbanks’ ability to
withstand possible losses makes bank runs lesdy,lilkenhancing the
efficiency of the payments system and the banksé ras liquidity
transformers.

Having made a strong case for higher bank capitdl tayhter banking
regulation, the final part of the book, “Moving Mkard”, provides the
reader with an appraisal of the current and praphesgulations (Basel Ill),
as well as with some policy recommendations.

Chapter 11, “If Not Now, When?”, tries to answemhbanks must be
reformed to become safer and less prone to expadsiageconomy to
unwarranted risks and possible crises. They oppweerastination of
reform efforts based on objections that the econaetovery must not be
jeopardised with tight regulations. The authorsim@ecommendation for
strengthening banks immediately is to ban dividepdyments to
shareholders and to require banks to retain easnungfil they have
significantly more equity. The authors also crgeiBasel regulations for the
minimum capital requirements and leverage ratide proposed Basel Il
capital requirements fall significantly short oketR0-30 percent range that
the authors advocate. Besides, the authors firtbritplex and counter-
productive that capital is assessed relative tiskxweighted measure of
total assets, for which the banks themselves daterwhich asset falls
under which weight category. Therefore they propasmg total assets
without using risk-weights, including the so-calleff-balance sheet items,
and avoid netting of certain exposures.

Chapter 12, “The Politics of Banking”, reveals hdhe interactions
between banks, politicians, and regulators delayisapair reforms on bank
capital regulations. The authors point to bank&iblng efforts against
stricter capital regulation on the grounds that timational” banking
system’s global competitiveness would be hurt, Whitey claim to be at
odds with national interests. However, the authmegponse to these claims
are based on the extent to which government supmobanks could create
economic distortions, as well as on the distritaitconsequences arising
from risk-sharing between banks and society.
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Another aspect of banking politics is about the \aljticians view banks
as a source of funds that is exempt from budgetamgiderations as well as
auditing. Banks, on the other hand, see these kofdsequests from
politicians as an expense in exchange for favoerdatdatment from the
government. The authors also touch on the issuataft they call the
“regulatory capture”. It refers to regulators’ fai¢ to set and enforce rules
to prevent the accumulation of risk by banks. Rauy capture can arise
because regulators might see banks as their prtogpeemployers, or
because they become biased if the “crowd of bankintpokers” also
favours banks, or because the interest groups Isawvee kind of a
gentlemen’s agreement with the government such ithagéxchange for
contributions to election campaigns the governmeauld be willing to
appoint dovish regulators.

Chapter 13, “Other People’s Money”, is the epilogfieghe book, which
brings together the key issues addressed in eaHagrters. The authors call
for stricter capital regulation for banks in ordr safeguard financial
stability and to reduce the fragility of banking ialn exposes the society to
inordinate economic and social costs. They sedigalliwill as an essential
element of the transition to a safer banking sydteahis able to support the
economy without subjecting the society to excesssks. They conclude by
stating once again that the society can achievett@rbfinancial system at
practically no social cost.

3. Some Remarks

While the issue of whether or not monetary policgswo blame for the
financial crisis is still open to debate, it seefiaus to argue that low policy
rates of major advanced economies’ central banggthiave induced banks
to operate on greater leverage ratios and take xoessive credit and
liquidity risk. Systemic risks emanating from thegid rise in banks’ non-
core liabilities in the past few years prior to tirésis have been difficult to
assess properly, given the lack of consistent aadsparent regulatory
procedures and adequate macro-prudential supearvisio

Admati and Hellwig undertake a daring responsipilit writing this book.
The book is essentially a political manifestatioh ideas and policies
required to transform the banking business in &shdvay. The authors aim
to raise political awareness towards the case fochrhigher equity in

% On this issue, it is interesting to note that eeen’s response to the explanation given to hem (s
Introduction) was to ask whether there had beetad’ ‘attitude to financial regulation. The Queescl
questioned whether the Financial Services Authanify not have been aggressive enough in its pglidig
saying: “The Financial Services — what do they ttadimselves, the regulators — Authority, which wesly
quite new... it didn't have any teeth.”
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banking. As they put it nicely, “financial stabylihas no constituency but is
everyone’s business”.

Consequently, one of the major objectives of thekbis to educate the
voters on the importance of having strong and prutanks and on policy
options that would focus on public interest. Givérat the audience is
comprised of mainly non-professionals, the authaghktly chose a non-
technical style in writing the book. Therefore, yttsly away from the use of
economic and financial terminology. For instanbe, main issues discussed
in the book cover many microeconomic concepts saghmoral hazard,
principal-agent problems, competitive coordinatidailures, incentive
compatible contracts, time inconsistency of ecomomolicies, adverse
selection, and etc. The authors refrain from udimgse terms, but they
explain very successfully the basic intuition urglag these concepts in an
eloquent way. The book also contains a comprehensnllection of
endnotes that makes it possible for the more-istedereader to explore the
academic or technical aspects of the discussion.

The case for higher bank capital and the “flaweldines that have been
challenged by the authors have already been thé&recai debate on
financial reform. The book has received the attantiof bankers,
policymakers, and academics. Admati and Hellwig1@) provide a
selection of responses to the analysis and pokcpmmendations of the
authors. On the academic front, Calomiris (2013)reskes the policy
recommendation of the book. Although Calomiris adgpees on the need
for raising book equity ratios, he proposes toeaexjuired equity to roughly
10 percent of total assets, compared to 20-30 peemvocated by Admati
and Hellwig (2013a). Calomiris recommends also enguthat banks
maintain that ratio inactual equity relative to risk. Edward (2013),
Mariathasan and Merrouche (2013), Miles (2013), &adnovski (2013)
also analyse separately the issue of bank capaial ¥arious aspects.
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