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The fall of 2008 was scary. For most people, the aftermath of Lehman Brothers' bankruptcy
resembled a major earthquake with strong aftershocks. Official narratives have promoted the
image of the crisis as a rare, unpreventable and unforeseen natural disaster, the “100-year flood.”
Policymakers emphasize the extraordinary measures they have taken to prevent the system from
collapsing and to support recovery since. Alas, they say, it was truly a disastrous event, but we
are working on recovery, please be patient.
Citizens count on the government to take action when disasters hit. We want to believe that
politicians, central bankers and regulators are doing all they can for us. Bankers, politicians and
regulators may believe what they say. But in fact they advance false and misleading narratives.
The result is to mask and divert attention from an unhealthy industry and from the continued
failure by policymakers to protect the public from excessive risk in banking. The tolerance, and
even implicit support and encouragement of reckless practices harms millions of innocent
citizens.
The observation that financial crises are not like natural disaster has been made by many. At the
conclusion of their book This Time is Different: 800 years of Financial Folly, Reinhart and
Rogoff state: “We have come full circle to the concept of financial fragility in economies with
massive indebtedness. . . . Highly leveraged economies . . . seldom survive forever, particularly
if leverage continues to grow unchecked. . . . Encouragingly, history does point to warning signs
that policy makers can look at to assess risk—if only they do not become too drunk with their
credit bubble–fueled success.” In an article from 2000, the then-U.S. Treasury secretary
Lawrence Summers, referred to “the increasing salience of long-standing financial-sector
weaknesses, arising from some combination of insufficient capitalization and supervision of
banks and excessive leverage and guarantee—the combination that, along with directed lending,
has been captured in the term ‘crony capitalism,’ ” as a root cause of most crises. "Panics and
runs," continued Summers, “are not driven by sunspots: their likelihood is driven and determined
by the extent of fundamental weaknesses.” He concludes that “preventing crises… will depend
heavily on strengthening core institutions and other fundamentals.”
The rhetoric from leaders, similarly, often sounds promising. Yet, when it comes to taking action
that involves countering the distorted incentives in the banking system, the political will is still
very weak. In the book The Bankers' New Clothes: What's Wrong with Banking and What to Do
about It that I wrote with Martin Hellwig (Princeton University Press, March 2013) we explain
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some of the key issues in a way non-experts can understand and we advocate beneficial steps that
can be taken immediately.
The original preface of the book and a new preface written for the paperback edition a year later
are attached to this document. The quote from Upton Sinclair which we use as the epigraph of
Chapter 8 (entitled “Paid to Gamble”) hints at the reason that confusion and conflicted interests
continue to pervade the debate: “It is difficult to get a man to understand something, when his
salary depends upon his not understanding it!.” And understanding is not enough. It is hard to get
politicians or regulators to understand and especially to act on something when the funding of
their campaigns or favorite project, or their own future job prospects depend on them not
understanding or not acting on it. As I wrote in a commentary in September, 2013, “despite the
enormous harm from the financial crisis… too many politicians and regulators put their own
interests and those of “their” banks ahead of their duty to protect taxpayers and citizens.” (“Five
Years of Non-Reform,” Project Syndicate, September 13, 2013). Chapter 12 of the book gives a
flavor of the politics of banking.
The reform efforts undertaken in many countries are unfocused and insufficient. Among the
clearest evidence for this is the fact that they do not tackle properly the continued weakness of
some banks and the persistence of institutions considered “too big to fail.” These enormous
institutions, which operate in dozens of countries and whose distress or failure would cause
havoc, are still able to borrow excessively at subsidized rates, take large risks, and hide these
risks from investors and regulators.
The largest banks have paid $100 billion in fines in the U.S. alone since 2008. Numerous
scandals indicate that they suffer from pervasive problems of governance and control. The key
problem both within the banks and among policymakers is one of accountability. Ordinary
people and businesses who take too much risk (or who fail in their duties) typically suffer the
consequences when risks don't turn out well or when their failures become obvious. For bankers
or policymakers, by contrast, the consequences of taking excessive risk with other people's
money were minimal. The recovery efforts have worked quite well for them. Many large banks
had record profits in 2013. The same was true in 2006, just ahead of the calamities that followed.
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