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A Few Caveats and Cautions 
• I am primarily an historian – but have 

published an account of the first 5 

years of crisis literature 

• I did not offer a preferred account of 

the causes of the crisis– only pointed 

out how unsatisfactory were early 

attempts to understand the crisis by 

economists 

• Today take opportunity not to reprise 

that work, but to indicate some of the 

less popular accounts that I think 

deserve more and better attention  



Failure of INET to Clarify the Crisis 
• Reasons for crisis given in their summary video on 

‘Financial Instability’: 

• Underlying mechanisms no different from previous 

crises– Stiglitz on generic ‘market failures’ 

• Highlight not everyone driven by ‘rationality’ 

• Attack DSGE, but no endorsement of better models 

• Credit crises supposedly always follow ‘deregulation’ 

• Admanti bewailing excess leverage is like 

• Jimmy McMillan 

• Utterly ignores politics and its implications 



Adam Levitin, “The Politics of Financial 

Regulation…” Harvard Law Review 2014 

“The lesson from these [6] books on the financial crisis is 

that we are simply having the wrong debate about financial 

regulation. Scholars and politicians are asking the wrong 

questions. Debating how much capital should be required or 

what form it should take is beside the point.. 

 

The experience of 2008 and its aftermath teaches that those 

who wish to reform the regulation of the financial system 

need to concentrate their efforts on reforming its politics.” 



Quality Existing Crisis Narratives Poor 

• Some blunt assessments: 

• [1] it was not essentially about housing mortgages: 

• Any major debt feedstock will do to stoke crisis 

• [2] It was not essentially about global imbalances, 

although it is connected to historical fact: decline of 

manufacturing in hegemonic centers of finance 

• [3] It was not essentially the consequence of so-

called ‘deregulation’, although it was intimately 

dependent upon neoliberal re-engineering of 

state/economy relations, including altering the 

meaning of ‘rescue’ 



Consider the Ontology of Moneya 

lot here… • Central question of constructivist money: What 

precipitates default on debt? (When there is no 

‘natural’ invariant of ‘true value’) 

• Two-pronged answer: [a] legal definitions of 

bankruptcy, and [b] the rules governing collateral 

• The possibility of cancellation of a debt, in whole or 

in part, is the major evidence of constructivist 

invariant, active maintenance of budget constraint 

• What collateral allows is creditor to jump to head of 

bankruptcy queue for special treatment in these 

particular regards 



Collateral is Special 

• (vain) attempt to ground the money invariant in 

something outside of itself, something ‘real’ 

• Akin to endless vain attempts to ground money in 

specie, physical commodities, etc. 

• Posting and monitoring collateral is expensive, 

since it deals in virtual possession– no such thing 

as ‘full’ collateralization, hence a myth 

• Collateral call is how default is legally triggered in 

most modern financial situations  

• History of 2008 demonstrates this fact  



What is Shadow Banking? 
• Consists of loans that don’t legally qualify as loans, 

protected by collateral that ‘makes up’ for supposed 

lack of state protection & backstop guarantees 

• Intimately involved with off-balance sheet techniques 

• Largest component: ‘repo’= fake sales and buyback 

• Means by which money market (etc) funds bypass 

commercial banks and fund financial institutions 

• No central exchange for bilateral repo; tri-party repo 

run through small number of private investment 

banks 

• US unusual– repo collateral ‘rehypothecated’ 



Rehypothecation 
• Collateral crunches — or simply, a sudden lack of acceptable collateral 

in the system — can in this way also lead to much greater funding 

stresses than might otherwise be expected. 

• At the end of 2010 there was something like €5,800bn in off-balance 

sheet items of banks related to these sort of collateral mining 

operations and collateral re-use. 

• The ‘guarantees’ of collateral have become almost entirely speculative. 

• In US, rehypothecation of collateral by broker-dealers is limited to 140% 

of the loan amount to a client, under Rule 15c3-3 of the SEC 



Massive growth of repo collateral in runup to crisis 



Summary Repo System 



These need to be understood as 

‘political’ and not (just) ‘technical’ 



Why does Shadow Banking Exist? 
• Primarily inspired by neoliberal dream of a monetary system 

purely driven by market considerations, beyond reach of state 

• Secondarily by economists’ belief that any contingency can 

be handled by sufficient ingenuity in engineering instruments 

and markets– because Market superior information processor 

• Leading to political mobilization changing rules of debt and 

bankruptcy endowing certain players with special privileges 

with regard to collateral in cases of bankruptcy from 1980s on 

• This explains rise of derivatives, repo, and shadow banks 

• Resulting in erosion of doctrine of ‘secret liens’ (Simkovic 

2009) creating a surfeit of opportunities for hidden leverage, 

including widespread recourse to ‘special purpose entities’ 



Why do I insist on the centrality of 

‘Neoliberalism’? 

• In any other theories of society, rendering leverage more 

opaque and less obvious to creditors would seem like 

madness! But neoliberals are different…. 

• They think the Market is always smarter than anyone, so if 

some creditors collaborate with debtors to hide leverage, than 

this must be an ‘efficient’ solution 

• Dovetails with deindustrialization: debt markets only could 

expand further if finance could encompass nonstandard risk 

and the nonconforming borrower (Cooper 2015) 

• Neoliberals deny the private creation of money is a ‘public 

good’– yet it is OK to prop up finance in a crisis, if collateral 

does not do the job (rehypothecation!) 



Neoliberals the premier theorists of an 

‘independent central bank’ 

• ‘Independence’ is first and foremost absolution from 

any democratic control. This is necessary [a] to 

impose the special dispensations from legality 

mentioned in previous slide; [b] to act swiftly to save 

the financial sector when the system collapses 

• Neoliberals harbor a deep distrust of democracy. This 

infuses most modern economic theory: Arrow 

impossibility theorem, Coase ‘theorem’, irrationality of 

voting, ….  

• Doctrine clashes with CB as ‘the government’s bank’ 



What has this got to do with Carl Schmitt? 
• Schmitt’s definition of ‘exception’: unlimited authority during 

suspension of existing legal order– true source of sovereignty 

• NTC understands that much of its program can only be instituted 

during a crisis, with specially prepared anti-democ contingencies 

• Growth of shadow banking directly a consequence of 

alterations in the Bankruptcy Code starting in 1984, 1990, 

2005 – extending ‘safe harbor’ provisions to derivatives 

• Repo traders in emergency can seize collateral and liquidate 

entirely bypassing any bankruptcy court 

• “Congress ceded to finance industry right to determine which 

secured contracts qualify for exemption from bankruptcy 

laws” (Sisoko, 2010) 



This Time it Was Different 
• Neoliberal theory said traders could handle their own 

liquidations in a crisis– but, due to rehypothecation (and 

other stuff) when they went to seize collateral it was 

nowhere to be found 

• Attempts to seize collateral triggered failure of Lehmann, 

AIG, many smaller entities; collateral failure spread 

contagion throughout system at speed of light 

• Evaporation of collateral led to instant collapse of lending 

in commercial paper, interbank overnight,… 

• The failure of neoliberal finance cemented in place by Fed 

buying up crap paper, flooding system with T bills, directly 

propping up repo, all in name of rescuing collateral 



Paul Krugman is wrong 
• Not a plain vanilla bank run 

• Repo a get-out-of-jail-free card for any financial 

institution, to deal in fake noncontrolled debt which 

still enjoys lender of last resort guarantee from Fed 

• Fed had relinquished all control over collateral in a 

state of emergency: financial institutions sovereign in 

direct Schmittian sense: Signals no one has to suffer 

a haircut, or worse  

• Derivatives poison every form of debt which have lost 

bankruptcy guarantees: student debt, car loans (!) 

• Credit default swaps more fake ‘protection’ in crisis  



What has been reaction of Fed to this 

demonstrated source of instability? 
• After missing shadow banking sector in crisis, decision made 

not to revoke any Schmittian aspects of derivatives, 

bankruptcy, SIVs, etc. to trim it back 

• Rather, it opted to directly prop up shadow banks through 

special reverse repo facility! 
• In December 2012 Congress allowed the Federal Deposit Insurance Corporation's 

crisis-era program to provide unlimited guarantees for non-interest-bearing 

transaction accounts—such as those used by businesses and local governments to 

process payroll and other expenses—to lapse. So the Transaction Account Guarantee 

Program is dead—but the Fed's reverse repurchase facility enables large nonbank 

financial institutions to obtain explicit government backing for billions placed with the 

Fed, but without the burdens of deposit insurance premiums and the kind of prudential 

supervision that applies to banks. 

• The Fed has been testing the reverse repo facility since September 2013; it has been 

announced it will continue through January 2016. 
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Mark Roe (Harvard Law) Proposal 
• The Bankruptcy Code is an unsuitable means to regulate 

financial markets and systemic risk. The Bankruptcy Code 

should therefore be returned to about where it stood in 1984: 

safe harbors should exist only for agreements involving 

United States Treasury securities and several other, highly-

liquid assets that are unlikely to lose value in a crisis. Safe 

harbors for these repos can be justified on grounds that have 

nothing to do with systemic risk management and they are at 

base sufficiently liquid and likely to retain fundamental value 

in a crisis that they pose no real systemic risk. For all other 

repos, such as mortgage-backed repos, the core rationale for 

safe harboring them—reducing systemic risk—lacks 

foundation. Their safe harbor should therefore be eliminated 

and they should be returned to ordinary bankruptcy practice. 



Interesting new development 

Some economists now argue that the Fed has been 

losing control of all monetary policy because attempts 

at contracting loan activity just drives more money 

into the shadow banking sector, where by design the 

overall status of leverage is unknowable 

 

In other words, faulty politics is undermining the 

central bank’s pretentions to special expertise and 

thus special political status. You can’t control a 

system predicated upon deception and contempt for 

control. 


