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The following is a common description of the 2008 financial 
crisis: unregulated Wall Street firms (shadow banks) made 
excessively risky bets with derivatives, and then the hous-
ing bubble burst. Panic ensued, and it nearly destroyed the 
financial system, but the federal government stepped in and 
prevented another Great Depression. The traditional bank-
ing sector, however, was highly regulated and unable to take 
so many risky bets. The way to guard against future crises, 
therefore, is to regulate shadow banks more like commercial 
banks and to federally back their securities as if they were 
retail bank deposits.

This story has many variations, often including Lehman 
Brothers’ bankruptcy and the run on the Reserve Primary 
Fund, a large money market mutual fund (MMF), but its 
core remains the conventional view of the 2008 crisis in most 
academic and policy circles, especially in Washington, DC. 
Countless government officials used this story to justify 
both their actions during the crisis and the major regulatory 
changes they implemented afterward. Now, Biden admin-
istration officials are using this story to promote more reg-
ulations for MMFs, a key part of the supposedly dangerous 

I N T R O D U C T I O N
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2	 S H A D O W  B A N K I N G

shadow banking system, and even to justify allowing only 
federally insured banks to issue stablecoins, a type of cryp-
tocurrency that did not exist in 2008.

Yet the record demonstrates that the core of this story—
that unregulated shadow banks, rather than highly regulated 
traditional banks, nearly caused another Great Depression 
because they made so many risky bets unbeknownst to federal 
regulators—is at best highly misleading. In fact, bank regu-
lators blessed much of the shadow banking activity because 
it took place in the traditional banking sector. Moreover, 
while supporters of the conventional story liken the 2008 
runs on shadow banks to the indiscriminate bank deposi-
tor runs experienced in the United States prior to federal 
deposit insurance, the evidence for such random behavior is 
surprisingly scarce. Moreover, most of the evidence suggests 
that instead of investment flows being due to contagion, 
investors made carefully targeted moves to improve their 
positions, often because of regulatory or legal requirements.

There is good reason, for instance, to doubt that 
contagion from indiscriminate panic caused the run on the 
Reserve Primary Fund to spread to the rest of the MMF 
sector or that it caused turmoil to spread from MMFs to the 
rest of short-term credit markets. There is even good reason 
to doubt that federal involvement in credit markets stopped 
the 2008 crisis or that strictly regulating more financial 
firms would result in greater financial stability. This book 
provides a comprehensive account of the conventional 2008 
crisis story and demonstrates that it does not provide a solid 
foundation for spreading more banklike regulations to the 
rest of the financial markets.
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In the wake of the 2008 financial crisis, proponents of stricter 
regulation insisted that firms in the shadow banking sector 
were the main drivers of the turmoil. The term shadow banking, 
apparently coined by economist Paul McCulley in 2007, is 
typically used to describe financial firms in capital markets 
rather than depository institutions in the commercial banking 
sector.1 For instance, a 2010 Brookings Institution research 
paper states that in “its broadest definition, shadow banking 
includes such familiar institutions as investment banks, mon-
ey-market mutual funds, and mortgage brokers; some rather 
old contractual forms, such as sale-and-repurchase agreements 
(repos); and more esoteric instruments such as asset-backed 
securities (ABSs), collateralized debt obligations (CDOs), and 
asset-backed commercial paper (ABCP).”2

Many government officials have used this term to 
explain what happened during the 2008 crisis. For exam-
ple, in 2015, then–Federal Reserve chair Janet Yellen gave a 
speech that included the following passage:

The crisis had many causes, including the numerous fac-
tors that drove a lengthy housing boom and the expan-
sion of a largely unregulated “shadow banking system” 

T H E  S H A D O W  B A N K S  R E V E A L E D

1

29145_CH01.indd   3 10/11/2022   10:18 AM

UNCORRECTED PROOFS



4	 S H A D O W  B A N K I N G

rivaling the traditional banking sector in size. A self-​
reinforcing financial panic magnified the damage from 
risks that had built up over many years throughout the 
country and across the financial system.3

During the crisis, Yellen was president of the Federal 
Reserve Bank of San Francisco, and her remarks are wholly 
consistent with those of 2008 Federal Reserve chair Ben 
Bernanke. In 2010, Bernanke’s statement to the Financial 
Crisis Inquiry Commission read as follows:

Shadow banks are financial entities other than regulated 
depository institutions (commercial banks, thrifts, and 
credit unions) that serve as intermediaries to channel 
savings into investment. . . . As was illustrated by the 
ABCP market meltdown . . . the reliance of shadow 
banks on short-term uninsured funds made them sub-
ject to runs, much as commercial banks and thrift insti-
tutions had been exposed to runs prior to the creation 
of deposit insurance. . . . When short-term wholesale 
funding markets came under stress, particularly in the 
period after the collapse of Lehman Brothers, money 
market mutual funds faced runs by their investors. 
Although actions by the Treasury and the Federal 
Reserve helped arrest these runs, the money market 
mutual funds responded by hoarding liquidity, thus 
constricting the availability of financing to financial 
and nonfinancial firms. Critically, shadow banks were, 
for the most part, not subject to consistent and effective 
regulatory oversight.4

Timothy Geithner, who was serving as president of the 
Federal Reserve Bank of New York during 2008 and whom 
President Obama later named U.S. Treasury Secretary, 
released a book in 2014 that tells his own version of what 
happened during the crisis. As treasury secretary, Geithner 
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	 T H E  S H A D O W  B A N K S  R E V E A L E D 	 5

was instrumental in pushing new MMF regulations for-
ward. His book states:

The Reserve Fund debacle discouraged risk taking by 
other money funds, which meant even less buying of com-
mercial paper and less lending through repo, which meant 
an even more intense liquidity crisis for banks and other 
institutions. Basically, short-term financing—whether 
secured by collateral or not—was vanishing. No collateral, 
no matter how safe historically, was viewed as truly liq-
uid, because there was simply no liquidity in the system to 
buy it. This would have been the textbook definition of a 
panic, except no textbook had recorded anything like it.5

MMFs are one of the few nonbank intermediaries from 
the shadow banking system that ultimately had to comply 
with major new federal regulations after the 2008 crisis, and 
Geithner played a role in building support for those changes. 
Later in his book, when lamenting that the Securities and 
Exchange Commission (SEC) had not yet implemented a 
new round of MMF reforms, Geithner discusses how “the 
instability of money market funds contributed to the worst 
financial crisis since the Great Depression.”6

This basic story about the 2008 financial crisis is 
commonly retold in policy papers, scholarly books, and pop-
ular accounts of the crisis. For example, in his best-selling 
book, Too Big to Fail: The Inside Story of How Wall Street 
and Washington Fought to Save the Financial System—and 
Themselves, Andrew Ross Sorkin tells the story of how U.S. 
Treasury Secretary Hank Paulson, looking at his Bloomberg 
terminal for updates on the Reserve Primary Fund, sud-
denly recognized that the MMF’s troubles were “starting 
to spread throughout the rest of the field.”7 Sorkin then says 
that the “Lehman-induced panic was spreading like a plague, 
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6	 S H A D O W  B A N K I N G

the black death of Wall Street,” and Paulson recognized that 
the “money market industry needed to be shored up.”8

In the introduction to his book, Vanderbilt Law School 
professor (and former Treasury senior policy adviser from 
2009 to 2010) Morgan Ricks explains that “the concept of 
shadow banking . . . is more or less interchangeable with the 
(nondeposit) short-term debt of the financial sector”9 and 
that during 2007 and 2008, these shadow banking markets 
“unraveled in a series of classic panics.”10 Ricks argues that 
“from the perspective of finance practitioners and policy
makers, these panics were virtually synonymous with the 
financial crisis.”11 Similarly, a report by the Center for 
American Progress states that “shadow banks helped spark 
the 2007–08 crisis by originating subprime mortgages, 
packaging them into mortgage-backed securities, and dis-
tributing them throughout the financial system. They also 
exacerbated the crisis when creditors ran from the shadow 
banking sector, similar to old-fashioned depositor runs.”12

On its website, the Corporate Finance Institute, an 
online training platform for finance professionals, states:

The shadow banking industry is viewed as heavily con-
tributing to the housing market collapse and the world-
wide financial crisis that began in 2008. . . . It occurred in 
part because shadow banking companies are not subject to 
the same regulations—such as reserve requirements—that 
regular commercial banks are constrained by. . . . They 
are able to operate with higher levels of liquidity risk and 
credit risk compared to traditional bank lenders.13

The personal finance website The Balance puts the story in 
very stark terms:

Investors knew that Lehman’s bankruptcy threatened 
the financial institutions that owned its bonds. . . . 
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	 T H E  S H A D O W  B A N K S  R E V E A L E D 	 7

On September 17, 2008, the collapse spread. Investors 
withdrew a record $196 billion from their money market 
accounts. If the run had continued, businesses wouldn’t 
have been able to get money to fund their day-to-day 
operations. In just a few weeks, the economy would have 
collapsed.14

Finally, the story is also commonly repeated in official 
government reports and even federal agencies’ formal rule 
proposals. In December 2020, the President’s Working Group 
on Financial Markets (PWG) released a report on “reform 
options” for MMFs that includes the following passage:

In September 2008, there was a run on certain types 
of MMFs after the failure of Lehman Brothers caused a 
large prime MMF that held Lehman Brothers short-term 
instruments to sustain losses and “break the buck.” [The 
share price fell below $1.] During that time, prime MMFs 
experienced significant redemptions that contributed to 
dislocations in short-term funding markets, while gov-
ernment MMFs experienced net inflows. Ultimately, the 
run on prime MMFs abated after announcements of a 
Treasury guarantee program for MMFs and a Federal 
Reserve facility designed to provide liquidity to MMFs. 
Subsequently, the Securities and Exchange Commission 
(“SEC”) adopted reforms (in 2010 and 2014) that were 
designed to address the structural vulnerabilities that 
became apparent in 2008.15

In December 2021, the Biden administration’s SEC 
released a formal rule proposal for MMFs. The proposal tells 
the familiar tale as follows:

For example, during 2007–2008, some prime money 
market funds were exposed to substantial losses from 
certain of their holdings. At that time, one money mar-
ket fund “broke the buck” and suspended redemptions, 
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8	 S H A D O W  B A N K I N G

and many fund sponsors provided financial support to 
their funds. These events, along with general turbulence 
in the financial markets, led to a run primarily on insti-
tutional prime money market funds and contributed to 
severe dislocations in short-term credit markets. The U.S. 
Department of the Treasury and the Board of Governors 
of the Federal Reserve System subsequently announced 
intervention in the short-term markets that was effective 
in containing the run on prime money market funds and 
providing additional liquidity to money market funds.16

These severe “dislocations in short-term credit markets” 
are, of course, a main justification for the systemic risk reg-
ulations implemented after the 2008 financial crisis.

Much of the post-2008 regulatory effort, however, 
was concentrated in the traditional banking sector, not in 
the shadow banking sector—a fact that warrants skepti-
cism toward the conventional story of the 2008 crisis. Yet 
MMFs were also singled out for multiple new regulations 
during that period. As the new SEC rule proposal makes 
clear, MMFs are once again being singled out for essen-
tially the same reasons. According to the new proposal, 
“Early redemptions can deplete a fund’s daily or weekly liq-
uid assets, which reduces liquidity of the remainder of the 
fund’s portfolio and increases the risk that a fund may need 
to sell less liquid assets into the market during fire sales.”17 
Ostensibly, the goal of the newly proposed rule is to reduce 
shareholders’ incentives to redeem their shares.

There is much to evaluate in the conventional story of 
the 2008 financial crisis, especially regarding the instru-
ments that have made the shadow banking industry infa-
mous. These instruments range from repos and a variety 
of securitized assets to intermediaries such as MMFs and 
securities dealers. To begin that evaluation, the following is 

29145_CH01.indd   8 10/11/2022   10:18 AM

UNCORRECTED PROOFS



	 T H E  S H A D O W  B A N K S  R E V E A L E D 	 9

a brief overview of the main financing mechanisms and how 
they fit into the financial sector.

Commercial Paper and Asset-Backed Commercial Paper

The U.S. commercial paper market has existed since the 
early 1800s and has consistently been a source of nonbank 
credit for large companies.18 Commercial paper is a short-
term debt instrument that firms (financial and nonfinancial) 
issue to finance their short-term needs, such as payroll, 
receivables, and inventory. Most commercial paper is issued 
only by very large companies with stellar credit ratings, 
such as Ford, John Deere, and Citigroup.19 It is issued in 
large denominations (at least $100,000), and it matures on a 
specific date. Although the term can be as long as 270 days, 
most commercial paper matures in less than one week.20 
Generally, only large institutional investors (such as pri-
vate pension funds, commercial and investment banks, and 
mutual funds) can buy commercial paper, so most retail 
consumers have access to these investments only through 
an intermediary, such as an MMF. Regardless of the type 
of intermediary, these institutional investors provide firms 
with cash. In other words, firms that issue commercial paper 
borrow money from large institutional investors. Many of 
those institutional investors have a cash surplus, so the com-
mercial paper market serves as a low-risk investment/cash 
management opportunity. Typically, commercial paper is 
issued at a discount from face value, meaning that a buyer 
pays less than face value and then receives the full face 
value at maturity; the difference is the buyer’s profit. The 
commercial paper market is highly liquid, with very short-
term maturities, so it is common for issuers to roll over their 
commercial paper, meaning that they constantly issue new 
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10	 S H A D O W  B A N K I N G

paper (borrow more) to pay off their maturing issues. Tra-
ditionally, commercial paper was unsecured debt. However, 
asset-backed commercial paper (ABCP) is secured debt, typ-
ically backed by specific assets (such as auto loans, home 
mortgages, credit card debt, or some combination) that 
serve as collateral. Though ABCP has typically been more 
expensive than traditional commercial paper, companies use 
both types as a low-cost alternative to bank debt. Normally, 
commercial banks set up special entities (conduits) to issue 
ABCP and provide credit or liquidity guarantees. In other 
words, most ABCP is sold to outside investors with explicit 
guarantees that require commercial banks to pay off matur-
ing ABCP at full face value in the event of default.21 As 
of June 2020, the total U.S. commercial paper outstanding 
was just over $1 trillion, roughly half as much as the all-
time high reached in July 2007.22 The decline from 2007 
is attributable almost entirely to a reduction in the amount 
of ABCP issued after the drop in value during the crisis. 
Incidentally, the amount of ABCP issued increased dramat-
ically in 2005, and it has never returned to even the levels 
outstanding before 2005.23

Repo Agreements

Repo agreements have existed in the United States since at 
least 1917, when the Federal Reserve used them to extend 
credit to member banks.24 They are debt instruments where 
one party agrees to sell securities, often Treasury securities, 
for cash and to repurchase those same securities later (usually 
the next day) at a higher price. Thus, a repo is a collateral-
ized short-term loan: one party borrows cash from another 
and provides securities for collateral. If the borrower fails 
to repurchase the securities as promised, the lender simply 
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keeps the securities. Generally, the borrower overcollateral-
izes the loan by borrowing less than the value of the secu-
rities. By posting, for example, $1,000,000 in Treasuries as 
collateral, a firm could borrow $985,0000. (The profit in 
this example would be expressed as a 1.5 percent haircut.) 
The Federal Reserve has engaged in repo transactions since 
its inception, but until 2013, it did so mainly as a lender of 
cash to its primary dealers in the conduct of its normal mon-
etary policy (open market) operations.25 Repos allow firms 
with large pools of cash to earn interest on their funds while 
providing borrowers with an inexpensive, low-risk alterna-
tive to bank loans for short-term financing. Repos can be 
for terms of up to two years, but most are issued on an over-
night basis.26 U.S. Treasury securities are by far the most 
commonly used collateral in the repo market, with agency 
debt and mortgage-backed securities (MBSs) a close second, 
such that approximately 70 percent of the collateral used 
in the repo market consists of government-backed securi-
ties.27 As with commercial paper, it is common for issuers 
to roll over their borrowings, meaning that they constantly 
issue new repos to pay off maturing issues. The denomina-
tions are typically very large (millions of dollars), and only 
large corporations, commercial banks, securities dealers, 
and other institutional investors, such as mutual funds, are 
involved in the repo market.28 Historically, securities dealers 
have been the largest borrowers in the repo markets, with 
an average share of more than 53 percent of total borrow-
ings for the past 20 years, and the largest investors in the 
repo market, accounting for 40 percent of the total share for 
the past 20 years.29 In other words, dealers usually exchange 
both cash and securities in the repo market for their clients, 
so much so that the dealers are the largest participants in 
the market. The two major segments of the repo market are 
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12	 S H A D O W  B A N K I N G

the tri-party repo market, in which a clearing bank (either 
the Bank of New York Mellon or JPMorgan Chase) pro-
vides settlement and collateral management services, and 
the bilateral repo market, in which all repos are executed 
directly by the counterparties (the borrowers and lenders).30

Money Market Mutual Funds

MMFs, introduced in 1971,31 are just one of the many types 
of mutual funds—that is, intermediaries that pool investors’ 
funds to buy a portfolio of investments. MMFs issue shares so 
that investors can use their own money to buy shares of the 
portfolio. Put differently, investors always own a proportion-
ate share of an MMF’s asset portfolio, so a fund cannot “run 
out” of shares to return to its investors even if the share value 
falls. MMFs pool investors’ money to purchase only short-
term (money market) instruments, such as Treasury securi-
ties, large-denomination certificates of deposit, commercial 
paper, and repos.32 Most of these securities, of course, are fed-
erally backed, collateralized by federally backed securities, or 
guaranteed by banks that are federally insured. While some 
MMFs cater to institutional investors, others offer smaller 
retail customers investment opportunities that they other-
wise would not have. Government MMFs invest mainly in 
government securities, tax-exempt MMFs invest mostly in 
state and local government debt securities, and prime MMFs 
invest in a broader range of money market instruments. 
While MMFs held almost half of outstanding commercial 
paper in the early 2000s, their investments in commercial 
paper have fallen in recent years, and they accounted for 
just 22 percent of the amount outstanding in June 2020 
(a lower share, in fact, than that of nonfinancial firms).33 In 
2020, MMFs accounted for 22 percent of all repo lending,34 
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but MMFs do not borrow in the repo market. That is, 
MMFs invest their shareholders’ cash by lending in the repo 
market, just as other firms invest their cash. According to the 
SEC, approximately 70 percent of MMF repos either are for 
overnight maturities or can be terminated at any time, and 
another 24 percent have maturities between 1 and 7 days.35 
Unsurprisingly, because of their high liquidity and low 
risk, government securities have historically accounted for 
“the great majority of MMF repo collateral,” with 64 and 
31 percent collateralized by Treasuries and agency securi-
ties, respectively, as of December 2020.36 Most MMF repos 
are executed in the tri-party repo market, and most MMFs 
invest their cash in repos with the financial institutions that 
serve as the Fed’s primary dealers.37 Because MMFs invest in 
highly liquid short-term securities, they typically offer inves-
tors limited check-writing privileges similar to those offered 
by commercial banks on deposit accounts.38 An increasing 
number of commercial banks have sponsored MMFs since 
the 1980s. Bank-sponsored prime institutional MMFs, for 
instance, grew from “a negligible percentage of the industry 
in 1986” to almost half ($227 billion) of all prime institu-
tional MMF assets by 2000 and further increased to 52 per-
cent ($612 billion) by the end of 2007.39 As with commercial 
paper, banks provide explicit guarantees for their conduits 
that create MMFs, thus increasing the liabilities for the com-
mercial banking sector.40

Asset Securitization

Although it can be complex and detail laden, the process 
of securitizing assets is nothing more than forming groups 
(pools) of assets, such as mortgages, consumer loans, or 
other financial assets, and then creating securities tied to 
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14	 S H A D O W  B A N K I N G

those assets. The general idea is that by aggregating multi-
ple financial assets and packaging them into different secu-
rities with distinct maturities and risk characteristics, they 
will appeal to a wide array of investors with diverse needs. 
Some such securities are designed to be very low risk, and 
others are not. Before the 1980s, securitization was essen-
tially done using only mortgages as the underlying assets, 
largely through the government-sponsored enterprise 
(GSE) Fannie Mae. Then, in 1985, Sperry Corporation sold 
$200 million in securities backed by a pool of leases on 
computer equipment, thus opening a floodgate of new secu-
ritizations.41 After that sale, financial intermediaries rapidly 
increased their reliance on securitization using all sorts of 
financial assets. According to the Federal Reserve’s flow 
of funds data, the liabilities of asset-backed security issuers 
“grew at a compound annual rate of forty-six percent from 
1982 to 1999, and the non-mortgage segment of those issues 
grew at a compound annual rate of fifty-five percent.” 42 
From the very beginning, both nonbanks and commercial 
banks were heavily involved in asset securitization, and fed-
eral regulators were aware of banks’ involvement. As the 
New York Times reported in 1985, Sperry, through its newly 
created security-issuing subsidiary, Sperry Lease Finance, 
registered its securities with the SEC and supported its 
securitization with an irrevocable bank letter of credit.43 In 
2012, a Federal Reserve report affirmed that “banks are by 
far the predominant force in the securitization market” and 
that banks were “a significant force in these shadow bank-
ing segments related to securitization all along.” 44 From 
1990 to 2008, commercial banks’ market share for the prin-
cipal functions of securitization (including issuing, trustee 
services, underwriting, and servicing) remained well over 
90 percent.45
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This overview demonstrates that repos and commercial 
paper are designed to provide a higher return than investors 
would expect from the safest investments, such as insured 
bank certificates of deposit and Treasuries, yet with very lit-
tle risk compared to other capital market alternatives, such as 
equity securities. Similarly, MMFs are an intermediary that 
puts funds in only low-risk, liquid, short-term investments 
to provide a slightly higher return than what is available from 
making only the safest investments. Other than through 
MMFs, only the largest corporations (especially financial 
firms) and investors interact in these capital markets.

The summary also demonstrates that these investment 
vehicles—even the securitization process itself—existed 
long before the 2008 financial crisis. Moreover, referring 
to them as part of a shadow banking system is misleading 
because commercial banks have been heavily involved with 
commercial paper, repos, securitization, and MMFs for 
many years. None of this activity took place in the shad-
ows, and almost all of it took place either directly through 
a commercial bank or through an affiliate of a (Federal 
Reserve–regulated) bank-holding company. It unequivo-
cally occurred in the purview—indeed, with the explicit 
blessing—of banking regulators.46

More broadly, the term shadow banking can be misleading 
when it is used to liken all short-term capital market activity 
to commercial banking.47 Yale economist Gary Gorton, for 
example, refers to firms that lent money in the repo markets 
as depositors and claims that they “were confused about which 
counterparties were really at risk and consequently ran all 
banks.” 48 Aside from whether it makes sense to refer to the 
broker-dealers issuing repos as banks in this context, it is 
absurd to equate retail bank customers who deposit money 
at federally insured commercial banks with investors in the 
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16	 S H A D O W  B A N K I N G

repo (or commercial paper) market who are investing enor-
mous sums of money in liquid short-term assets precisely so 
that they can exit the market quickly with as little loss as 
possible in the event of market turmoil.

It is true, of course, that some of the funds invested 
through these capital market vehicles end up financing 
commercial activity and that banks use customer deposits to 
partially finance commercial activity. In fact, it is also true 
that equity investments finance commercial activity and 
that the wages employers pay ultimately help to finance such 
activity as well (e.g., through bank deposits and MMFs). 
Nonetheless, it would be strange to equate either equity 
investments or wages to bank deposits—as shadow banking 
enthusiasts do with repo financing, for example—simply 
because they help finance commercial businesses. Thus, 
the shadow banking metaphor ignores banks’ role in capital 
markets and unnecessarily blurs the distinction between 
depository institutions (commercial banks) and nonbank 
intermediaries.49 The two segments serve distinct financial 
intermediation roles, are highly regulated in different ways 
for different reasons, and have been interconnected and 
reliant on each other for many years.50

Naturally, it would be irresponsible simply to assume 
that the type of regulation in either sector is optimal for 
that sector or that it would be appropriate for other market 
segments. In fact, any evaluation of how effectively U.S. 
financial markets have been regulated must acknowledge 
that each sector—banking and capital markets—developed 
as it did partly because of the legal framework that regulated 
commercial banks more heavily than nonbank financial 
firms.51 Partly because of those bank regulations, many peo-
ple sought a more affordable way to finance their short-term 
needs outside the banking sector, and numerous investors 
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wanted a higher return than commercial bank savings 
accounts could offer.

This arrangement meant that more-robust capital market 
options complemented bank lending. Such increased diver-
sity should have made financial markets more resilient, and 
federal banking regulators even sanctioned those shadow 
banking activities. There is good reason, then, to further 
question the conventional story of the 2008 financial crisis. 
Given the widespread use of this explanation, it is natural 
to assume that government reports and academic papers are 
packed with empirical evidence to support its every aspect. 
Surprisingly, the opposite is true.
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The main justification for many of the financial regulations 
imposed after 2008 was that panic-fueled instability in one 
financial sector destabilized other, otherwise healthy market 
segments, a phenomenon commonly referred to as contagion. 
Multiple government reports, for example, repeat the idea that 
a rush to redeem shares in one MMF (the Reserve Primary 
Fund) caused a panicked rush to redeem shares throughout 
the MMF industry, as well as the idea that instability in 
the MMF sector caused broader financial market turmoil. 
Nonetheless, a close examination of the record demonstrates 
that virtually all of these official reports repeat the same 
basic MMF contagion story while providing nothing more 
than assertions.

For instance, a 2020 PWG report states that “there was 
a run on certain types of MMFs after the failure of Lehman 
Brothers [in September 2008] caused a large prime MMF [the 
Reserve Primary Fund] that held Lehman Brothers short-
term instruments to sustain losses and ‘break the buck’” and 
that those share redemptions “contributed to dislocations in 
short-term funding markets.”52 Yet the report provides no 
evidence to support this MMF contagion story. Instead, the 

A S T O U N D I N G  L A C K  O F  
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report directs readers to a 2010 PWG report for a “more 
detailed discussion of the MMF-related events in 2008.”53

The 2010 report, in turn, makes assertions and fails 
to provide evidence of MMF contagion in 2008. In fact, 
it devotes less than 2 full pages (out of 39) to the details of 
the events during 2008.54 The report states that “when the 
Reserve Primary Fund broke the buck in September 2008, it 
helped ignite a massive run on prime MMFs that contributed 
to severe dislocations in short-term credit markets and strains 
on the businesses and institutions that obtain funding in those 
markets.”55 While the 2010 PWG report does explain—
accurately—that billions of dollars flowed out of prime insti-
tutional MMFs during the 2008 crisis, it does not provide 
evidence that the run on the Reserve Primary Fund caused 
these outflows or that the larger run on MMFs caused prob-
lems throughout short-term credit markets and the economy.

Other government reports follow this pattern of making 
assertions without providing supporting evidence, particu-
larly with respect to MMFs. For instance, the 2012 Finan-
cial Stability Oversight Council (FSOC) report states that 
“the 2007–2008 financial crisis demonstrated that MMFs are 
susceptible to runs that can have destabilizing implications 
for financial markets and the economy.”56 The 2012 FSOC 
report also claims that “the conduct and nature of MMFs’ 
activities and practices make MMFs vulnerable to destabiliz-
ing runs, which may spread quickly among funds, impairing 
liquidity broadly and curtailing the availability of short-term 
credit.”57 The report then provides a carefully worded foot-
note that appears to support these claims but still fails to 
provide the evidence for its MMF contagion story.

The footnote states, “The inherent fragility and suscep-
tibility of MMFs to destabilizing runs has been the sub-
ject of considerable academic research and commentary.”58 
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It then provides 11 publicly available references. The foot-
note is entirely accurate in that such problems with MMFs, 
especially during the 2008 crisis, have been endlessly inves-
tigated. However, a close examination reveals that only five 
of the references are to empirical papers and that none of 
the five papers studies whether MMF runs caused problems 
in other short-term credit markets during 2008 (or other 
types of MMF contagion effects). Moreover, one of these 
papers studies the types of risks that MMFs exhibit and 
reports that runs on MMFs in 2008 were not indiscriminate 
(for either institutional or retail investors), thus providing 
evidence against the contagion story.59 Among the nonem-
pirical works cited in the 2012 FSOC report is a comment 
letter submitted to the SEC by the Squam Lake Group, a 
group of academics that advocates for stricter MMF regula-
tion. Another citation is the prepared remarks for a Senate 
hearing by one of the members of the Squam Lake Group, 
and a third item is a speech by Eric Rosengren, past presi-
dent of the Federal Reserve Bank of Boston and advocate 
for stricter MMF regulations.

To their credit, most of the government reports accu-
rately describe the large outflows from MMFs during the 
2008 crisis. These outflows alone, however, do not provide 
evidence for MMF contagion; they reveal little about what 
caused the share redemptions. In fact, several of the reports 
discuss these outflows and inadvertently provide evidence 
against the contagion story.60 For example, the 2012 FSOC 
report notes:

Outflows from institutional prime MMFs following 
the Lehman bankruptcy tended to be larger among 
MMFs with sponsors that were themselves under 
stress, indicating that MMF investors redeemed shares 
when concerned about sponsors’ potential inabilities 
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to bolster ailing funds. These run dynamics were 
primarily prevalent among the more sophisticated, 
risk-averse institutional investors, as institutional funds 
accounted for 95 percent of the net redemptions from 
prime funds.61

The report also claims that “MMFs managed by just a dozen 
firms accounted for almost three-quarters of the $202 billion 
decline in the industry’s holdings” of commercial paper and 
that just “five MMF sponsors accounted for almost half of 
the decline.”62 Together, these facts provide evidence against 
contagion—virtually all the outflows were among primarily 
large, sophisticated investors, and those investors did not run 
indiscriminately, a prerequisite for the contagion story.

Several government reports make an even stronger 
assertion by saying that these extremely large MMF out-
flows led to “frozen” short-term credit markets, implying 
that it was literally impossible to obtain credit. The 2010 
PWG report, for example, notes that during September 
2008, “MMFs reduced their holdings of commercial paper 
by about $170 billion (25 percent)” and then claims that 
(with the exception of overnight lending) “short-term 
credit markets froze.”63 There is no doubt that short-term 
credit markets—in both the banking and the nonbanking 
sectors—experienced a great deal of tumultuous change 
between 2006 and 2008. Nonetheless, the evidence shows 
that the PWG report grossly exaggerates those problems by 
claiming that short-term credit markets froze. In fact, much 
of the evidence demonstrates that these markets worked pre-
cisely as they were designed to function, allowing the most 
risk-averse investors to seek alternatives that they deemed 
safer, though often at a cost higher than normal.

Regarding MMFs, a 2016 American Economic Review 
article reports that prime MMF flows differed greatly by 
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size and investor type during September 2008.64 Using 
daily data, the paper demonstrates that “massive redemp-
tions” during the weeks surrounding the Lehman Brothers 
failure “are highly concentrated among a small subset of 
funds,”65 with smaller MMFs experiencing greater out-
flows than larger ones. On September 17, 2008, two days 
after Lehman filed for bankruptcy, redemptions in MMFs 
at the 10th percentile (by size) exceeded 15 percent of 
prior-day total assets, while redemptions in MMFs at the 
median were approximately 2 percent of prior-day total 
assets.66 At the very least, these data suggest that the “run” 
on MMFs was not a uniform rush to redeem shares in 
a panic.67

Separately, even though it may be difficult to believe 
given the pervasiveness of the contagion story, many prime 
MMFs gained assets around the time of the Lehman failure 
and the Reserve Primary Fund’s breaking of the buck. As 
an SEC report confirms, “the mean prime money market 
fund experienced large weekly net redemptions, and many 
individual funds experienced weekly net redemptions that 
exceeded 10 percent; nevertheless, there were many indi-
vidual prime funds that experienced weekly net purchases 
that exceeded 5 and 10 percent of fund assets during the 
Crisis Month [defined as September 2, 2008, to October 7, 
2008].”68 Put differently, prime MMFs did lose assets over-
all during this period, but many individual prime MMFs 
simultaneously gained assets. This finding shows that the 
markets did not freeze, and it is also inconsistent with a gen-
eral contagion among MMFs.

Other short-term credit market data similarly demon-
strate that these markets did not freeze, even as they came 
under severe stress. For instance, Federal Reserve data show 
that total outstanding commercial paper fell by $207 billion 
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through the latter half of September 2008 (with declines of 
$50.7 billion for the week ending September 17, $61.6 billion 
the week ending September 24, and $95.0 billion the week 
ending October 1). While this net reduction represents 
11 percent of the total commercial paper outstanding at the 
beginning of September, $1.6 trillion in commercial paper 
remained outstanding as of October 1.

It is inaccurate to refer to a $200 billion net reduction as a 
“frozen” commercial paper market both because of its overall 
size and because of the short-term nature of commercial paper. 
For instance, in 2008, 69 percent of outstanding commercial 
paper had a maturity of 1 to 4 days, and 75 percent had a matu-
rity of less than 9 days.69 Applying these percentages to even 
the smallest amount of commercial paper outstanding during 
either 2008 or 2009 ($1.1 trillion as of July 29, 2009) suggests 
that approximately $800 billion represented new commercial 
paper issues. Thus, many firms and investors continued using 
the commercial paper market throughout the crisis, even as 
many others exited that market.

Moreover, the same data series shows similar and even 
larger outflows in commercial paper at other points in time 
before September 2008. For instance, there was a total net 
decline of $126 billion from the week ending March 12, 
2008, to the week ending May 14, 2008; a net decrease 
of $98 billion from the week ending November 7, 2007, 
to the week ending December 19, 2007; and a net decline 
of $367 billion from the week ending August 15, 2007, to 
the week ending September 26, 2007. This net decrease of 
$367 billion in 2007 represents 17 percent of the total com-
mercial paper outstanding at the beginning of August 2007 
and is much larger than the September 2008 decrease that 
followed Lehman’s collapse.70
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In addition to raw data, multiple studies demonstrate 
that the ABCP market, the hardest hit segment of the com-
mercial paper market, did not freeze. Even a paper authored 
by Federal Reserve Board researchers that refers to the 
“collapse” of the ABCP market shows that maturities of new 
issues declined through the period, meaning that the market 
did not freeze, and reports that “for the programs that could 
issue, yield spreads and maturities of new issues had explain-
able variation during the crisis.”71 The paper also provides 
evidence that “runs in the crisis were not random but instead 
were significantly more likely at riskier programs, based on 
observable program characteristics, program type, sponsor 
type, and macro-financial variables.”72

Another study shows that, after the total outstand-
ing ABCP dropped by $1.3 trillion between August and 
December 2007, the average maturity of ABCP outstanding 
“declined from 32 days to 15 days over the same period.”73 
This finding, of course, shows that firms were still issu-
ing new commercial paper, only with shorter maturities 
(as would be expected amid market turmoil), meaning that 
the market did not freeze. The authors also state that their 
main conclusion, “somewhat surprisingly,” is that “the crisis 
had a profoundly negative effect on commercial banks” and 
that losses did not transfer to outside investors in ABCP.74

Despite so many government officials blaming the crisis 
on the “shadow banking industry,” the authors of the study 
document that highly regulated commercial banks were a 
leading originator of commercial paper conduits and that the 
banks typically provided guarantees to ensure that the com-
mercial paper they issued would receive an investment-grade 
rating. The same paper explains that the “liquidity guaran-
tees would cover most assets’ credit and liquidity risks and 
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effectively absorb all losses of outside investors.”75 Thus, 
commercial paper investors had protected themselves with 
bank guarantees, and as the market turmoil increased, they 
further protected themselves by investing in commercial 
paper with shorter maturities.

Some of the most frequently cited academic research 
dealing with the 2008 crisis is that of Gary Gorton, who 
authored and coauthored many studies, most of which 
focused on the repo market. Although he is one of the more 
prolific 2008 financial crisis researchers, Gorton does not 
demonstrate that contagion caused the 2008 crisis, and his 
work explicitly absolves MMFs of causing the meltdown. A 
2020 paper, for example, reports that MMFs “did not con-
tribute to the drop in net repo funding” and even finds that 
MMF repo assets increased during the crisis period.76

Writing in 2009, Gorton claimed that the “‘shadow bank-
ing system’ at the heart of the current credit crisis is, in fact, a 
real banking system—and is vulnerable to a banking panic.”77 
As for the events that Gorton refers to, the paper is some-
what imprecise. While it acknowledges that a shock caused 
a panic in 2007 and argues that “the shock to fundamentals 
was the failure of home prices to rise,”78 the paper also claims 
that “the particular design of subprime mortgages made them 
especially sensitive to house prices” and that “the shock to 
subprime per se was not the cause of the panic.”79 Ignoring the 
fact that home prices declined in 2006, the paper states that 
other asset classes “only experience difficulties when there are 
problems in the interbank market, starting in August 2007.”80 
However, it is unclear whether Gorton uses “interbank 
market” to refer to the one used by depository institutions 
(i.e., the federal funds market) or merely to the repo market 
which, in his view, is part of a “real banking system.”
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In other research published in 2009, Gorton refers to 
“the current financial crisis” as a “system-wide bank run” 
and argues that “the banking sector became insolvent.”81 
The paper claims that a run took place in the “securitized 
banking system” and that it occurred specifically when par-
ticipants in the repo market decided to stop issuing new debt. 
While the paper argues that “contagion led to ‘withdrawals’ 
in the form of unprecedented high repo haircuts and even 
the cessation of repo lending on many forms of collateral,” 
it merely claims that the “evidence of insolvency in 2008 is 
the bankruptcy or forced rescue of several large firms, with 
other (even larger) firms requiring government support to 
stay in business.”82

In separate work that provides further detail on the 
Lehman failure, Gorton claims that “firms hoarded cash” 
and cites a Bank for International Settlements (BIS) paper 
that reports “a contraction of $423 billion in the U.S. dollar 
interbank borrowing market.”83 The BIS paper does not, 
however, refer specifically to the repo market; it refers, 
instead, to the interbank lending market as it is traditionally 
known, in which depository institutions lend overnight 
reserve balances to each other.84 Importantly, Federal Reserve 
researchers have documented that the U.S. interbank lend-
ing market did not freeze and that it did not contract in an 
indiscriminate manner.85

Gorton also likens repo market runs to traditional bank 
runs. He states that depositors “were firms that lent money 
in the repo market” and that they “were confused about 
which counterparties were really at risk and consequently 
ran all banks.”86 Thus, it does appear that Gorton is refer-
ring to the interbank lending market as the repo market. 
However, he also argues that the “evidence [that depositors 
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were confused] is that non-subprime related asset classes saw 
their spreads rise significantly only when the interbank mar-
ket started to break down.”87 Gorton claims that the panic 
was a systemic event because the whole banking system was 
insolvent and then rhetorically asks, “How do we know that 
the banking system was insolvent?”88 His answer, in full, is 
that “there is no direct evidence [emphasis added], although 
back-of-the-envelope calculations suggest that the banking 
system needed to replace about $2 trillion of financing when 
the repo market haircuts rose.”89

In the same paper, Gorton’s indirect evidence relies on 
an empirical measure (used in many studies) known as the 
LIBOR-OIS spread, the difference “between the three-
month LIBOR [London Interbank Offered Rate] and the 
three-month overnight index swap (OIS).”90 Gorton argues:

The LIBOR-OIS spread jumps in August 2007, and again 
when Lehman fails. Other securitized asset classes, with 
nothing to do with subprime, like credit card receiv-
ables, auto loans, and student loans, all move with the 
proxy for the state of the inter-bank market, not with the 
ABX. The key question for understanding the panic is: 
Why were non-subprime-related asset classes affected?91

In other words, Gorton’s evidence is the empirical finding 
that the LIBOR-OIS spread jumped in 2007 and again in 
2008, when Lehman Brothers filed for bankruptcy, and 
that the increased spread is correlated with movements in 
nonsubprime securitized assets, none of which are correlat-
ed with movements in a subprime MBS index (the ABX). 
This indirect evidence is far from convincing, especially 
given the multiple problems that surfaced in both financial 
markets (in the banking and nonbanking sectors) and the 
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macroeconomy between 2006 and 2008 and the fact that the 
repo market is related to short-term financing “for a wide 
range of securitization activities and financial institutions.”92 
Put differently, it is very difficult to discern precisely what 
information the LIBOR-OIS spread conveys, especially 
during a crisis.

It is also problematic that the LIBOR-OIS spread corre-
sponds to multiple terms in Gorton’s research. On page 10 of 
a National Bureau of Economic Research paper, for instance, 
Gorton and a colleague state that the spread “is a proxy for 
fears about bank solvency,”93 while on page 11 they refer to 
the same metric as a “proxy for the state of the interbank 
market and, in particular, the repo market.”94 Conversely, 
on page 13 he claims that the LIBOR-OIS spread should 
be thought of “as a state variable for counterparty risk in 
the banking system.”95 Perhaps more revealing, though, in 
2020, Gorton and coauthors acknowledged, “we do not 
have anywhere near the data needed to fully understand 
what happened [in the securitized banking sector during 
the 2008 crisis].”96

Regardless of Gorton’s stated caveats, a major problem 
with relying so heavily on a metric such as the LIBOR-OIS 
spread is that all interest rate spreads can capture much more 
than the narrowly defined risk category that such a vari-
able is supposed to represent. Although financial researchers 
commonly rely on credit spreads to proxy for risk, they 
have always acknowledged the difficulty in explaining what 
drives credit spreads. Studies demonstrate, for instance, that 
the factors “that should in theory determine credit spread 
changes have rather limited explanatory power.”97 More-
over, LIBOR is a survey-based measure that represents a 
rate that banks expect they will be offered for unsecured 

29145_CH02.indd   29 10/11/2022   11:29 AM

UNCORRECTED PROOFS



30	 S H A D O W  B A N K I N G

funds, but it is not the rate that they pay. Research also 
shows that, especially during crises, LIBOR fails to capture 
the risks that many individual financial firms face—or the 
costs that banks experience to borrow—on the basis of their 
own individual characteristics and circumstances.98

In fact, the wide range of risk categories that people 
proxy with interest rate spreads was recently on display during 
the COVID-19 pandemic. On March 9, 2020, Bloomberg 
reported that because of “the coronavirus and a plunge in 
oil prices,” the LIBOR-OIS spread had “spiked to its widest 
level in more than eight years.”99 In December 2020, the 
PWG report referred to those widening spreads as a sign of 
increased stress in MMFs and also noted that MMFs expe-
rienced “unusually large redemptions” beginning March 12, 
2020, after spreads had started increasing.100 Even if the pre-
cise timing of the increased spread is ignored, something such 
as the LIBOR-OIS spread cannot uniquely identify problems 
inherent to the MMF sector or the repo market and the gen-
eral fear over coronavirus and decreasing oil prices.

Other academic researchers have published books on the 
2008 crisis, most of which follow the same patterns as the 
official government reports. That is, they tend to recount 
massive outflows of funds from short-term credit markets, 
assert that such outflows are the result of contagion, fail to 
provide evidence to support such claims, and then empha-
size the importance of stemming contagion with expansive 
government action. One such popular book is Connected-
ness and Contagion: Protecting the Financial System from Panics, 
by Harvard’s Hal Scott. It argues that contagion (infectious 
runs that indiscriminately propagate throughout the econ-
omy, thus harming otherwise healthy markets and solvent 
firms) was the primary driver of the 2008 crisis and that 
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“the fundamental stability of our financial system” depends 
on “the ability of the government, and especially our cen-
tral bank, the Federal Reserve, to deal with panic runs—
contagion—as it did during the financial crisis of 2008.”101

According to Scott, the book “demonstrates [emphasis 
added] that it was ‘contagion,’ not ‘connectedness,’ that was 
the most potentially destructive feature of that crisis and that 
contagion remains the most virulent and important part of 
systemic risk still facing the financial system today.”102 In 
the second chapter of the book, Scott promises to discuss 
the evidence of the “substantial contagion effects” in the 
financial system and then provides the following narrative:

These effects were transmitted initially through the 
Reserve Primary Fund (RPF) to other prime money 
market funds; certain segments of the asset-backed, 
financial, and corporate commercial paper markets; and 
unsecured interbank lending and secured repo borrow-
ing markets. Ultimately, they resulted in serious runs 
on other investment banks as investor confidence in the 
vitality of the independent investment banking business 
model deteriorated.103

Thus, Scott claims that the Reserve Primary Fund, when 
it “broke the buck,” caused a panic (contagion) that spread 
throughout most short-term capital markets and the bank-
ing sector. Given Scott’s thesis, it is somewhat surprising that 
only one chapter—11 pages out of 440—is devoted explic-
itly to contagion during the 2008 crisis.104

It is astonishing, though, that the book provides so little 
evidence for contagion and ignores the evidence counter to 
contagion. For instance, the book quotes Jean-Claude Trichet, 
the president of the European Central Bank, who argues that 
the lack of specific information during contagion runs can 
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lead to failures of other intermediaries, even those not invested 
in the same assets or subject to the same original shock.105 
Similarly, it references a speech by Ben Bernanke that retells 
the conventional story of 2008, complete with severe fund-
ing problems in short-term credit markets after the Lehman 
failure. The book also claims, without providing a reference of 
any kind, that after the Reserve Primary Fund broke the buck, 
“contagion effects spread from the money market funds to the 
ABCP, interbank lending, and secured repo markets as well as 
to other areas of the non-depository banking system.”106

Later, in a section on MMF reform, the book states that 
“there is a legitimate concern, based on our experience in 
the crisis, that a run on money market funds could spark 
contagion in the rest of the financial system apart from any 
connectedness” and that it is therefore “a proper object of 
policy to minimize the possibility of prime money market 
fund runs.”107 Yet the book fails to provide empirical evi-
dence that contagion caused any of the declines in short-term 
credit markets or that the Reserve Primary Fund’s breaking 
of the buck led to (or was caused by) contagion. As do many 
other works, the book references research papers and offi-
cial government reports, but most of those simply take for 
granted that MMF runs sparked contagion (or were caused 
by it) and that federal involvement successfully ended the 
panic. For example, Scott references the 2010 PWG report 
and the 2012 FSOC report, both of which, as described pre-
viously, repeat the conventional story about the 2008 crisis 
without providing any evidence.

One of the only exceptions is that Scott’s book ref-
erences a 2013 working paper to support the hypothesis 
that prime MMF investors “generated self-fulfilling con-
tagious runs immediately after the Lehman collapse.”108 
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That working paper does, in fact, provide evidence that fed-
eral backing through the Treasury’s Temporary Guarantee 
Program (TGP) had a positive effect even on MMFs that 
did not enroll in the TGP, thus helping to identify “the flip 
side of contagious runs.”109 In 2020, however, the research 
was published in a peer-reviewed journal, and the published 
version of the paper demonstrates that “the already-enrolled 
[in the TGP] funds experienced a relative reduction in fund 
flows after investors learned their funds had enrolled earlier 
than other peer funds.”110 Aside from whether the stigma 
from enrolling in the TGP outweighed any enhancements 
to stability, this finding demonstrates that investors actu-
ally did discriminate against funds (even those in the same 
family of funds) that they perceived to be riskier. Thus, the 
research provides evidence against a general contagion effect 
and even suggests that government intervention can have 
negative effects that are not immediately recognized during 
the crisis.

The remainder of the chapter provides only one addi-
tional citation for evidence of contagion: the 2012 work of 
Gorton and his Yale colleague Andrew Metrick that focuses 
on the repo market. As discussed in a previous section, this 
work appears to support the contagion hypothesis, but it is 
carefully caveated and its case is far from strong.111 In fact, 
contrary to Gorton and Metrick’s work, other evidence 
weighs in against contagion and suggests that the problems 
in the repo market did not play a central role in the crisis. 
This evidence suggests that, instead, the magnitude of the 
contraction was much greater in the ABCP market, and 
its severity was much worse because of the close connec-
tion between ABCP and (especially the largest) commer-
cial banks.112 The research demonstrates that only the dealer 
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banks with relatively high shares of agency collateral (versus 
Treasury securities) maxed out their borrowing capacity 
from the Fed’s Term Securities Lending Facility (TSLF) 
and Primary Dealer Credit Facility (PDCF), suggesting 
that dealers faced problems rolling over their short-term 
debt because of specific types of collateral, not because their 
counterparties indiscriminately panicked.113

These findings are further bolstered by the fact that 
commercial bank conduits (shell companies managed by 
commercial banks) were responsible for issuing the major-
ity of ABCP. As of January 2007, for instance, 67 of the 
127 sponsors rated by Moody’s Investors Service were 
commercial banks, accounting for 74 percent of outstand-
ing ABCP ($911 billion).114 Moreover, most of the ABCP 
issuance was concentrated in the largest institutions—the 
10 largest commercial bank sponsors of ABCP accounted 
for 37 percent of the total ABCP outstanding.115 Collectively 
these findings suggest that, even if successful, regulatory 
policies designed to minimize the probability of runs on 
prime MMFs—the preferred policy prescription of Scott 
and many others—would do little to mitigate broader finan-
cial crises.

Perhaps inadvertently, Scott’s book provides more evi-
dence against contagion as a cause of the problems in the 
commercial paper market. For example, the book states 
that “the contraction in commercial paper was sustained 
across all segments of the market, with the sharpest declines 
[emphasis added] seen in asset-backed and financial com-
mercial paper outstanding.”116 Indeed, the decline was much 
sharper in ABCP than in other commercial paper segments, 
suggesting that both buyers and sellers of commercial paper 
became particularly wary of one segment of the market. 
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Put differently, this sharp differential in the decline across 
types of commercial paper suggests that market participants 
did not indiscriminately panic, as they would during a bout 
of contagion.

Similarly, the fact that the corporate commercial paper 
market suffered much less disruption (as Scott mentions) 
also works against the broad contagion hypothesis, as does 
the fact (also referenced by Scott) that nonfinancial firms 
were still able to rely on bank lending. Despite these facts, 
Scott insists that “the impact on money market funds and 
the partial paralysis of commercial paper markets in the 
aftermath of the RPF debacle thus began to spill directly 
into the nonfinancial economy as contagion effects were 
transmitted to capital markets for corporate borrowing.”117 
Scott provides no evidence for this proposition other than 
to cite a bankruptcy attorney’s statement before the Finan-
cial Crisis Inquiry Commission. Similarly, he identifies the 
“post-Lehman contagion” as the problem that “afflicted 
short-term interbank lending and the repo market” but again 
fails to cite any empirical evidence to support the thesis.118 
Another problem with this post-Lehman contagion story 
is that, according to the SEC, investors had already started 
rushing to redeem shares in prime MMFs on September 12, 
days before the Lehman failure.119

There is no doubt that Scott’s book thoroughly discusses 
the large declines in borrowing and the interest rate swings 
that occurred during the 2008 crisis. Still, the fact that bor-
rowing declined—or that LIBOR rates, the LIBOR-OIS 
spread, and the TED spread (each a proxy for interbank 
lending risk) all increased—does not demonstrate that con-
tagion caused the turmoil in these credit markets. Likewise, 
the mere fact that many banks pulled back from interbank 
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lending markets does not show that contagion caused them 
to do so, and the evidence from the U.S. interbank lending 
market, which Scott’s book does not mention, shows that 
banks did, in fact, exit that market on the basis of individual 
(counterparty) bank characteristics.120

Although the economics literature has produced essen-
tially no empirical evidence that contagion in any part of 
the short-term credit markets caused the 2008 financial 
crisis, it is abundantly clear that problems in the asset-backed 
credit markets were at the heart of the turmoil. While the 
contagion story tends to ignore the problematic signs that 
occurred before either the Lehman failure or the run on the 
Reserve Primary Fund, those signs were plentiful.
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It is impossible to prove that contagion can never occur, but 
the evidence suggests that problems in specific asset markets, 
rather than general contagion, caused the broader short-
term credit problems that became the 2008 financial cri-
sis. Similarly, the evidence suggests that discriminant runs 
on MMFs—not panicked share redemptions—occurred 
after the Lehman failure. Naturally, this alternative descrip-
tion leaves unanswered the question of what caused those 
specific problems. Unfortunately, so many negative events 
took place prior to Lehman Brothers’ 2008 bankruptcy that 
it is difficult to blame the run on prime MMFs on any single 
event. It is even harder, for that matter, to blame the broader 
credit market problems during the crisis on any single event.

Some troubling economic news surfaced nearly two 
years prior to September 2008. The conventional story of 
the 2008 crisis essentially ignores these events and subjec-
tively attributes credit market difficulties to a handful of 
events in 2008, such as Lehman’s failure or the run on the 
Reserve Primary Fund. But by late 2007, it was obvious 
that market participants were viewing the economic and 
financial problems as anything but minor. The following 

A L T E R N A T I V E S  T O  T H E 
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list provides an overview of the most well-known of these 
problematic events, including several that occurred in the 
traditional banking sector.

Ownit Mortgage Solutions

In December 2006, Ownit Mortgage Solutions, the 11th 
largest subprime lender in the United States, filed for bank-
ruptcy and laid off its 700 workers.121 News reports revealed 
that “Merrill Lynch & Co., JPMorgan Chase & Co., Credit 
Suisse First Boston and other mortgage purchasers were 
demanding that Ownit buy back more than $165 million in 
loans on which borrowers had missed payments” and stated 
that “Ownit’s demise is an example of wider troubles among 
independent subprime lenders, which, unlike more diversi-
fied banking companies, depend heavily on Wall Street for 
loans and services.”122 The Los Angeles Times reported that 
“several other national subprime firms have closed, among 
them Mortgage Lenders Network USA Inc., a Middletown, 
Conn.-based lender that shut down Tuesday” and that 
“numerous subprime companies are reportedly on the auc-
tion block, including Irvine-based Option One Mortgage, 
a unit of H&R Block Inc., and ACC Capital Corp., the 
private holding company for Ameriquest Mortgage Co. and 
affiliates.”123

New Century Financial

In April 2007, New Century Financial filed bankruptcy 
“amid a surge in homeowner defaults,” and the California-​
based company fired more than 3,000 employees (over half 
of its workforce).124 Reuters reported that “New Century 
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was the largest independent U.S. provider of ‘subprime’ 
mortgages, or home loans to people with poor credit his-
tories” and that “more than 30 rivals have sold or closed 
similar operations in the past year.”125 The story quoted a 
market analyst who warned that “we are only at the very 
beginning of the problems facing subprime. This liquidity 
crisis is continuing.”126

Bear Stearns, Part 1

In June 2007, the New York Times reported that Bear Stearns 
had pledged more than $3 billion “to bail out one of its hedge 
funds that was collapsing because of bad bets on subprime 
mortgages.”127 The pledge represented the largest such effort 
since the 1998 Long-Term Capital Management rescue.128 
The story demonstrated that these problems surfaced prior 
to June, noting that “the most startling development was a 
sharp restatement in April of the second [larger] fund,” when 
Bear “revalued some securities and told investors that the 
fund was down 23 percent, not 10 percent as it had said ear-
lier.”129 Investors immediately began demanding to pull out 
their money, and in May, Bear froze all redemption requests.

Countrywide Financial/Bank of America

In January 2008, at least four months after Countrywide had 
publicly acknowledged major financial difficulties, Bank of 
America purchased the company so that Countrywide could 
avoid filing bankruptcy. In August 2007, Countrywide had 
to use its “entire $11.5 billion credit line from a consortium of 
banks because it could no longer sell or borrow against home 
loans it has made,” and “Bank of America invested $2 billion 

29145_CH03.indd   39 20/11/2022   2:20 AM

UNCORRECTED PROOFS



40	 S H A D O W  B A N K I N G

for a 16 percent stake in Countrywide.”130 Shortly after, the 
company “was forced to choose between bankruptcy or 
being acquired by Bank of America.”131 The New Yorker also 
reported that “as 2007 progressed, subprime defaults escalated 
rapidly, and Wall Street bankers abandoned the mortgage-​
backed securities they had prized, and their supplier, too,” 
cutting off Countrywide’s short-term funding.132

Washington Mutual

In the fourth quarter of 2007, Seattle-based savings and 
loan bank Washington Mutual wrote down $1.6 billion in 
defaulted mortgages, resulting in a $1.9 billion net loss for the 
fourth quarter.133 Even though the bank was Federal Deposit 
Insurance Corporation (FDIC) insured, Washington Mutual 
also experienced a run by its retail bank customers who, 
over a 10-day period, “withdrew $16.7 billion [more than 
11 percent of the bank’s total deposits] out of their savings and 
checking accounts.”134

BNP Paribas (and Other European Problems)

On August 9, 2007, Reuters reported that “France’s biggest 
listed bank, BNP Paribas, froze [prevented investors from 
redeeming] 1.6 billion euros ($2.2 billion) worth of funds on 
Thursday, citing the U.S. subprime mortgage sector woes that 
have rattled financial markets worldwide.”135 The report also 
stated that “later in the day a separate European fund valued at 
750 million euros was frozen too, and a Dutch bank pulled its 
planned new listing after suffering subprime losses. This latest 
subprime fallout came as Germany’s Bundesbank held a meet-
ing of those involved in the rescue of Europe’s highest profile 
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subprime victim yet, lender IKB, and as the European Central 
Bank said it stood ready to act if needed to ensure smooth 
functioning of markets.”136

Northern Rock

On September 13, 2007, retail customers of United 
Kingdom–based bank Northern Rock lined up to remove 
their deposits, and on the following day, the Bank of 
England announced it would provide emergency liquidity 
support for Northern Rock. Managers had informed British 
banking regulators of funding problems at least as early as 
August 13, 2007, and the bank was relying on the same types 
of conduits that many U.S. commercial banks were using to 
finance their operations.137

American Home Mortgage

According to the New York Times, “At the start of the year 
[2007], American Home Mortgage seemed to defy the 
problems that were plaguing its industry. In the first three 
months, the company made $16.7 billion in home loans, up 
27.2 percent from the same period in 2006.”138 In August 
2007, American Home Mortgage closed, and the Times 
reported that the company would lay off all but 750 of its 
7,000 employees “in light of liquidity issues resulting from 
disruptions in the secondary mortgage market.”139

Accredited Home Lenders

In August 2007, Accredited Home Lenders Holding, “a San 
Diego-based subprime mortgage company being acquired 
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by Lone Star Funds, said that its own sale was in jeopardy and 
that bankruptcy was possible.”140 The company announced, 
“Several of our competitors have recently stopped originat-
ing loans or sought protection under bankruptcy laws,” and 
“we may suffer a similar fate.”141

Merrill Lynch

In the third quarter of 2007, long before it was forced to 
merge with Bank of America, Merrill Lynch reported 
major asset write-downs. As reported in Forbes, “By the 
time the third quarter of 2007 rolled around the firm came 
to the grave realization that, not only was the value of these 
securities less than what was being presented to sharehold-
ers and regulators on its balance sheet, but, in fact, the firm 
had no clear idea what (if anything) these bonds might 
actually be worth.”142 Merrill reported almost $8.5 billion 
in securities write-offs, “resulting in a $7.9 billion loss 
for the quarter.”143 Then, in the fourth quarter of 2007, 
“Merrill would go on to lose an additional $8.6 billion,” 
and the company ended the year “more than $10 billion in 
the red.”144

Citigroup

On December 13, 2007, Reuters reported that Citigroup 
planned to take $49 billion in mortgage-security-related 
structured investment vehicles (SIVs) back onto its bal-
ance sheet, “a move that further strains the biggest U.S. 
banking group’s capital levels and may scupper a U.S. 
government-endorsed SIV bailout plan.”145 Reuters also 
reported that “fears about Citi’s assets have contributed to 
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the 44 percent decline in Citi’s shares this year, about dou-
ble the decline of the broader banking sector,” and that 
“Moody’s estimated earlier this month that the SIV sector’s 
assets globally had fallen to just under $300 billion from 
$370 billion in July.”146

Ambac

In January 2008, one of the largest U.S. bond insurers, 
Ambac, reported a $3.3 billion loss. According to Reuters, 
“Ambac Financial Group Inc reported a quarterly loss of 
$3.3 billion on Tuesday after recording massive credit deriv-
ative write-downs,” and the company “said it hopes to find 
much-needed capital ‘reasonably soon.’”147 The report also 
stated that “Ambac’s trouble came after it used credit deriva-
tives to guarantee a series of portfolios of asset-backed secu-
rities” and that many of those securities “were linked to 
subprime mortgages” that “have weakened dramatically in 
the widening credit crisis.”148

Bear Stearns, Part 2

On March 16, 2008, the Fed provided a loan to Bear Stearns 
through JPMorgan Chase. The funds effectively guaranteed 
$30 billion in MBSs so that JPMorgan would buy the firm 
and, thus, Bear Stearns could avoid a bankruptcy filing.149 
Fed Chairman Ben Bernanke also announced that the Fed 
took this action to help prevent a broader financial crisis, 
noting that “the sudden failure of Bear Stearns likely would 
have led to a chaotic unwinding of positions in those mar-
kets and could have severely shaken confidence,” with nega-
tive effects being “felt broadly in the real economy.”150
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IndyMac

In what was at the time the largest bank failure in U.S. his-
tory, the FDIC closed IndyMac Bancorp on July 11, 2008. 
Even though the bank’s deposits were FDIC insured, retail 
customers ran on the bank to pull their money out. As the 
New York Times reported, IndyMac was “the first major bank 
to shut its doors since the mortgage crisis erupted more than 
a year ago.”151 The California-based bank laid off more than 
half of its 7,200 employees.152

Fannie Mae and Freddie Mac

The Federal Housing Finance Agency placed Fannie Mae 
and Freddie Mac, by far the dominant credit purveyors in 
the U.S. secondary mortgage market, in government con-
servatorship on September 6, 2008.153

AIG

The federal government provided a bailout for American 
International Group (AIG) on September 16, 2008, but 
problems had occurred at the insurer—problems involving 
the company’s ability to continue financing its operations—
long before the government intervened. As the New York 
Times reported, “The Securities and Exchange Commis-
sion is examining the payment demands that a number of 
firms—most prominently Goldman—made during 2007 
and 2008 as the mortgage market imploded.”154 In the 
official statement regarding its intervention, the Federal 
Reserve referred to the fact that “short-term funding mar-
kets had come under severe stress” in the “months prior to 
September 2008” and that the stress had placed “significant 
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liquidity pressures on AIG that hindered its ability to obtain 
adequate funding from banking institutions [emphasis added] 
or in the market, and threatened to prompt a default by the 
firm.”155

Lehman Brothers and Reserve Primary Fund

On September 15, 2008, the Fed decided against helping 
Lehman Brothers, allowing the firm to file for bankruptcy 
without providing any assistance even though it had assisted 
Bear Stearns, a much smaller investment bank ($18 billion 
versus $600 billion). This change in policy unsettled mar-
kets, especially given the public knowledge that the federal 
government was involved in trying to rescue Lehman and 
that the Fed had already set a clear precedent against allow-
ing large financial firms to fail.156 In fact, even the SEC had 
taken actions that suggested that federal regulators would 
not let Lehman fail, and the press release indicated that the 
troubled ABSs were not grossly overvalued. On July 15, 
2008, the SEC had restricted short sales for the stocks of 
19 financial firms, including Lehman. The agency’s order 
began with the warning that “ false rumors can lead to a 
loss of confidence in our markets” and later stated that 
“ false rumors have continued to threaten significant mar-
ket disruption” (emphasis added).157 Nonetheless, when both 
Barclays and Bank of America were unable to secure federal 
protection against possible losses (such as those provided 
to JPMorgan for acquiring Bear Stearns), they withdrew 
their bids.158 Lehman filed for bankruptcy the next day—
September 15, 2008.159 It would have been inconsistent, but 
at least coherent, if the decision to let Lehman fail indicated 
that the federal government was not going to rescue any 
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additional financial institutions. Instead, the next day, the 
Federal Reserve announced it would lend (through the New 
York Fed) up to $85 billion to AIG. On the same day—
September 16, 2008—the Reserve Primary Fund broke 
the buck. Although it is rarely acknowledged, it is a fact 
that investors had started rushing to redeem shares in prime 
MMFs on September 12, prior to the Lehman failure.160

This list not only shows that several major problems 
occurred in 2008 prior to Lehman Brothers’ failure, but also 
demonstrates that major credit market problems were perva-
sive and widely known before the end of 2007. With the large 
declines in outstanding commercial paper during 2007, it is no 
surprise that pre-2008 macroeconomic data also reflect these 
problems. For instance, after growing at more than 2 percent 
in the first quarter of 2006, gross domestic product (GDP) 
growth slowed to 1.13 percent in the second quarter of 2006 
and then to just 0.85 percent in the third quarter. Growth 
was essentially flat through the third quarter of 2007 and then 
slowed for three consecutive quarters, ending with a decrease 
(negative 0.06 percent) of GDP in the first quarter of 2008. 
This decline was the first time GDP growth had fallen below 
zero since the third quarter of 2001.161

In the beginning of 2007, the U.S. unemployment 
rate had essentially started a new, increasing trend. At the 
end of the fourth quarter in 2006, the unemployment rate 
was 4.4 percent; at the end of the first quarter in 2007, it 
was up to 4.5 percent. It remained at 4.5 percent for the 
second quarter of 2007, increased to 4.7 percent in the third 
quarter of 2007, and then increased to 4.8 percent in the 
fourth quarter of 2007. The rate continued to increase, of 
course, through the fourth quarter of 2009, when it reached 
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9.9 percent.162 Similarly, in April 2007, the U.S. employment 
level declined by 734,000 people, the first major drop since 
July 2003 and the largest drop since August 2001 (830,000). 
The level fluctuated, with moderate increases and decreases 
for several months, until it started a major downward trend 
in May 2008, with a drop of 224,000. After May 2008, the 
level declined for 17 consecutive months, until it increased 
by 227,000 in November 2009.163

Perhaps most relevant to the 2008 crisis, U.S. home 
prices started falling in the summer of 2006. Specifically, 
growth in the Case-Shiller U.S. National Home Price Index 
slowed in June and July 2006 (though it was still positive) 
and then fell in August 2006 by 0.11 percent. The index 
then declined every month until April 2009.164 By the first 
quarter of 2007, defaults on subprime mortgages had risen 
to a four-year high.165 Given that overvalued ABSs tied to 
real estate—many of them closely connected to commer-
cial banks—were at the core of the financial market stress 
appearing throughout this period, it is difficult to argue that 
home price declines were not a central cause of the 2008 
financial crisis.

Unsurprisingly, several empirical studies do argue that 
the proximate cause of the crisis was a shock to home prices, 
and some have tied the decline in employment to a sharp 
reduction in households’ housing net worth. For instance, 
in a 2014 paper, Atif Mian of Princeton and Amir Sufi 
of the University of Chicago argue that “deterioration in 
household balance sheets, or the housing net worth chan-
nel, played a significant role in the sharp decline in U.S. 
employment between 2007 and 2009.”166 The authors also 
present evidence that, as early as 2007, an increasing num-
ber of business owners reported that a lack of sales was their 
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biggest concern, reinforcing that households were no longer 
spending as much.167

Given all these events, it makes little sense to suggest 
that, for example, the Reserve Primary Fund’s breaking of 
the buck, rather than any combination of the widespread 
financial market and economic turmoil, caused the prob-
lems that occurred after early September 2008. The Reserve 
Primary Fund shareholders, like all MMF investors, had a 
surplus of economic and financial problems, as well as incon-
sistent government intervention policies, providing incen-
tives to invest in the safest possible short-term assets. In fact, 
the conventional story of the 2008 crisis looks even less real-
istic after those federal interventions are closely examined. 
It turns out that the supposed success of those interventions 
ignores, among other things, the piecemeal fashion in which 
the federal government escalated its efforts.
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The conventional story of the 2008 financial crisis is that 
after the Reserve Primary Fund broke the buck, con-
tagion quickly spread to other prime MMFs and then to 
other short-term credit market segments. The panic was 
arrested, the story goes, only after the federal government 
provided widespread financial guarantees. On the basis of 
this account, some scholars and policymakers advocate fed-
eral backing for all short-term credit markets, and others 
even suggest prohibiting investment options such as prime 
MMFs.168 Aside from any possible costs or benefits from 
such federal policies, it is not clear, from what happened 
during the 2008 crisis, that increased federal backing would 
work as proponents hope.

It is true, of course, that the federal government took 
many different actions to support credit markets during this 
period, ranging from press releases and legislative action to 
broad programs at the Federal Reserve and outright financial 
guarantees. For its part, the Federal Reserve provided loans 
through many broad-based programs and allocated credit 
directly to several firms. For instance, the Fed provided a 
$13 billion loan to Bear Stearns, one of the Fed’s largest 

G O V E R N M E N T  B A C K I N G 
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primary dealers, on March 14, 2008. The loan was repaid in 
days, but then the Fed provided a $30 billion loan to facili-
tate JPMorgan Chase’s acquisition of Bear Stearns (through 
a special-purpose vehicle named Maiden Lane LLC). Later 
in the crisis, the government provided several rounds of sup-
port to insurance giant AIG. On September 16, 2008, the 
Fed gave AIG an $85 billion revolving credit line. Then, 
in October, the Fed created a securities borrowing facility 
to provide up to $37.8 billion to support “a securities lend-
ing program operated by AIG’s domestic insurance compa-
nies.”169 In November 2008, the U.S. Treasury purchased 
$40 billion in preferred shares of AIG, and the Fed created 
two special-purpose vehicles, one that replaced the securi-
ties borrowing facility and another that purchased securi-
tized assets from AIG’s counterparties. At the very least, the 
Fed’s initial efforts to support AIG were insufficient to allay 
the concerns of AIG’s counterparties.

Separately, the Fed created more than a dozen special 
lending programs, in many cases by invoking its emergency 
authority under Section 13(3) of the Federal Reserve Act. 
The U.S. Government Accountability Office (GAO) esti-
mates that from December 1, 2007, through July 21, 2010, 
the Fed lent financial firms more than $16 trillion through 
its broad-based emergency programs.170 To put this figure 
in perspective, annual GDP reached $16.8 trillion in 2013, 
a record high at that time for nominal GDP in the United 
States. The following list summarizes the major programs 
that the Federal Reserve created during the 2008 financial 
crisis and discusses most of the instances in which the Fed 
provided extraordinary liquidity prior to September 2008, 
the month that Lehman Brothers failed and the Reserve 
Primary Fund broke the buck.171
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Term Auction Facility, December 12, 2007

The Term Auction Facility (TAF) was created to auction one- 
and three-month discount window loans to depository insti-
tutions. The idea was to provide loans at a market-determined 
rate (instead of at the administered discount rate), thus avoiding 
the stigma normally attached to borrowing at the Fed’s dis-
count window. The Fed provided $40 billion of loans during 
December 2007 and $995 billion between January 17 and 
August 28, 2008. Almost $4 trillion was provided through the 
TAF between 2007 and 2010, but more than $1 trillion of that 
total was provided prior to Lehman’s bankruptcy.172

Dollar Swap Lines, December 6, 2007

Even though they do not have large U.S. dollar deposits, 
many foreign-domiciled commercial banks borrow U.S. 
dollars to fund purchases of various U.S. dollar-denominated 
assets. In December 2007, as global credit markets were 
increasingly disrupted, the European Central Bank and the 
Swiss National Bank requested dollar swap lines with the 
Fed so that they could more easily provide U.S. dollar loans 
to the banks that they served. Under those arrangements, the 
New York Fed exchanged U.S. dollars for the foreign cen-
tral bank’s currency, and the foreign central bank consented 
to repurchase its currency at the same exchange rate on an 
agreed-upon future date. The Fed approved swap lines with 
12 other foreign central banks during 2008, and in October, 
the Fed uncapped the amounts available in the swap lines 
with “the European Central Bank, the Bank of England, 
the Swiss National Bank, and the Bank of Japan.”173 The 
amount outstanding peaked at $580 billion in December 
2008, and the Fed closed all 14 lines in February 2010.174 
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In May 2010, the Fed reopened swap lines with five foreign 
central banks, all of which were supposed to close in January 
2011. The end date was extended twice, ultimately leaving 
the facility available through August 2012.

Term Securities Lending Facility, March 11, 2008

In March 2008, the Fed created the Term Securities Lend-
ing Facility (TSLF), designed as “a weekly loan facility that 
promoted liquidity in Treasury and other collateral mar-
kets and thus fostered the functioning of financial markets 
more generally.”175 Under the terms of the TSLF, the Fed 
loaned its own Treasury securities—those held by the Sys-
tem Open Market Account (SOMA)—to its primary deal-
ers over a one-month term against other program-eligible 
general collateral, including agency securities and agency 
mortgage-backed securities, as well as investment-grade 
corporate securities, investment-grade municipal secu-
rities, investment-grade mortgage-backed securities, and 
investment-grade ABSs.176 Between March and August 28, 
2008, the Fed lent $712.3 billion in Treasury securities to 
its primary dealers. By the time the Fed closed the TSLF on 
February 1, 2010, it had loaned an additional $1.3 trillion.177

Primary Dealer Credit Facility, March 17, 2008

In response to problems in the tri-party repo market, the Fed 
created the Primary Dealer Credit Facility (PDCF) to pro-
vide overnight cash loans to primary dealers against eligible 
collateral. Between March and July 24, 2008, the Fed loaned 
$1.35 trillion through the PDCF, with Bear Stearns borrowing 
71 percent of the total.178 Nearly $9 trillion was loaned through 
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the PDCF by 2010. Of more than 20 primary dealers, almost 
80 percent of all the lending through the PDCF went to just 
4 firms: Citigroup Global Markets, Merrill Lynch Government 
Securities, Morgan Stanley & Co., and Bear Stearns.179 After 
the Lehman Brothers failure in September, the Fed broad-
ened the type of collateral accepted for these loans, including 
equities and speculative-grade debt as collateral in addition 
to the originally eligible types, such as high-grade bonds and 
government-sponsored enterprises (GSE)–backed securities.180

Asset-Backed Commercial Paper Money Market Mutual 
Fund Liquidity Facility, September 19, 2008

The Fed used the ABCP MMF Liquidity Facility (AMLF) 
to support the banking and MMF sectors by providing non-
recourse loans (i.e., in the event of a default, the Fed’s only 
remedy was to keep the collateral) that could be used to 
purchase ABCP from MMFs. In other words, the AMLF 
was used to make loans to banks so that they could provide 
liquidity to MMFs. The loans were made available to all 
U.S. depository institutions, as well as to all U.S. bank hold-
ing companies and their broker-dealer affiliates. Between 
September 19 and October 6, 2008, the Fed lent $165.8 bil-
lion through the AMLF. By the time the Fed closed the 
AMLF on February 1, 2010 (with the last reported loan on 
May 9, 2008), borrowers had used the facility for a total of 
$217.3 billion.181

Commercial Paper Funding Facility, October 7, 2008

According to the Federal Reserve, “in the fall of 2008, the 
commercial paper market was under considerable strain as 
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MMFs and other investors—themselves often facing liquidity 
pressures—became increasingly reluctant to purchase com-
mercial paper.”182 The Commercial Paper Funding Facility 
(CPFF) was established to provide liquidity to the commer-
cial paper market by directly purchasing new issues of ABCP 
from the issuers. By the time the Fed closed the facility on 
February 1, 2010, it had purchased $738 billion of commer-
cial paper, with most of that amount split somewhat evenly 
between 2008 ($332 billion) and 2009 ($403 billion).183

Term Asset-Backed Securities Loan Facility,  
November 25, 2008

The Fed designed the Term ABS Loan Facility (TALF) to 
provide nonrecourse loans to investors so that they could 
purchase ABSs, with the explicit “intent of reopening the 
new-issue ABS market.”184 Under the terms of the TALF pro-
gram, any U.S.-based firm was eligible to borrow, but those 
funds could be used only to invest in ABSs. According to 
the Federal Reserve, a “wide range of investors participated, 
including mutual funds, pension funds, insurance compa-
nies, investment funds and hedge funds, and others.”185 The 
first loans were issued in March 2009, the Fed lent a total of 
$71 billion through the facility, and there was never “more 
than $49 billion outstanding at any one time.”186

While this list demonstrates that the Fed escalated its 
efforts throughout the crisis, it does not include many other 
federal interventions, some of which were also undertaken 
by the Federal Reserve, that occurred during the same 
months. For instance, although quantitative easing (QE) 
does not fit neatly into either an individual or a broad-based 
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lending arrangement, the Fed initiated the first of several 
rounds of QE in December 2008. Aside from whether QE 
worked as intended, it is impossible to ignore the direct 
support that QE provided to securitization markets. The 
first round of QE, for instance, promised to purchase up to 
$500 billion of Fannie Mae and Freddie Mac MBSs from 
both GSEs and other financial institutions. In September 
2012, the Fed announced a third round of QE, this time 
making an uncapped commitment to purchase $85 billion 
per month in (combined) long-term Treasuries, Fannie and 
Freddie debt, and MBSs.187

Distinct from the Federal Reserve’s actions, the fed-
eral government initiated multiple programs to support 
individual investors, consumers, and credit markets more 
broadly. For instance, on September 29, 2008, the U.S. 
Treasury announced its TGP for MMFs. Under this pro-
gram, the federal government agreed to guarantee the 
principal of any eligible MMF (retail or institutional) “that 
applies for and pays a fee to participate in the program.”188 
Separately, as part of the Troubled Asset Relief Program 
(TARP) enacted on October 3, 2008, Congress tempo-
rarily increased the FDIC deposit insurance limit from 
$100,000 to $250,000, with the higher limit set to revert to 
$100,000 on December 31, 2010.189

Then, on October 14, 2008,190 outside its normal role 
as the federal insurer of bank deposits, the FDIC announced 
the Temporary Liquidity Guarantee Program (TLGP), an 
initiative that consisted of two components: the Transaction 
Account Guarantee Program (TAGP) and the Debt Guar-
antee Program (DGP).191 The TAGP guaranteed all domestic 
non-interest-bearing transaction deposits, low-interest nego-
tiable order of withdrawal (NOW) accounts, and Interest on 
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Lawyers’ Trust Accounts (IOLTAs). Originally, the guar-
antee applied to all such accounts held at participating banks 
and thrifts through December 31, 2009, but the deadline was 
later extended and ultimately expired on December 31, 2010. 
In combination with the FDIC’s main deposit insurance pro-
gram, the TAGP allowed the federal government to tempo-
rarily guarantee nearly all bank deposits. However, the typical 
transaction account balance was approximately $4,000 in 2008, 
and less than 10 percent of U.S. households held certificates 
of deposit, with a median balance of just $16,000.192 It is dif-
ficult, therefore, to argue that the TAGP was designed to help 
typical Americans feel more secure about their bank balances.

Conversely, the DGP provided a federal guarantee for 
certain types of new debt issued by private firms. Specif-
ically, such a guarantee applied to senior unsecured debt 
issued between October 14, 2008, and October 31, 2009. 
The FDIC guarantee for this debt extended through 
maturity or December 31, 2012, whichever came first. 
Many large financial firms—such as Citigroup, Bank of 
America, and Goldman Sachs—used the DGP to issue 
government-guaranteed debt. Throughout the DGP’s entire 
existence, firms issued $345.8 billion of federally guaranteed 
debt, paying fees of $10.4 billion to the FDIC.

Aside from all the previously mentioned federal 
involvement, the Federal Home Loan Bank (FHLB) system, 
another GSE, provided an enormous amount of liquidity 
(loans referred to as advances) to commercial banks. As Hal 
Scott’s book reports, between “the third and fourth quarters 
of 2007, FHLB advances outstanding grew by $235 billion, 
a 36.7 percent increase,” and these advances “continued to 
grow through most of 2008, peaking at over $1 trillion by 
the end of the third quarter of 2008.”193
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As this history of federal support initiatives demonstrates, 
many efforts to calm short-term credit markets occurred 
long before Lehman Brothers filed for bankruptcy and 
the Reserve Primary Fund broke the buck. Just the FHLB 
advances and three Federal Reserve facilities (the TAF, the 
TSLF, and the PDCF) provided $4 trillion in credit prior to 
Lehman’s failure. Yet despite this much government-backed 
credit (more than 25 percent of 2008 GDP), the amount and 
scope of federal efforts continued to escalate after September 
2008.

Throughout the entire crisis period, the Fed expanded 
or replaced its facilities designed to help specific markets. 
It is true that the Fed did not target each of these pro-
grams in exactly the same manner, but all of these efforts 
provided government support to short-term credit markets, 
frequently by supporting the ABS market, even if indirectly. 
The constant expansion alone, therefore, is reason enough 
to question whether all of the federal intervention worked as 
its designers had intended.

There was good reason to doubt whether federal guar-
antees for credit markets would work as proponents hoped. 
For instance, in November 2008, the U.S. Treasury stepped 
in as a buyer of last resort to help the Reserve Fund’s U.S. 
Government MMF—a fund that was invested only in U.S. 
government securities and agency debt—sell its securities.194 
This action, of course, came after Treasury had announced 
its TGP for MMFs, after the Fed had established at least six 
distinct lending facilities, after the federal government had 
guaranteed essentially all bank deposits, after the FDIC had 
issued guarantees on newly issued corporate debt, and after 
Congress had passed TARP. If government backing is all 
that is needed to comfort investors, it is unclear why any 
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MMF would have trouble selling its government securities, 
even before all these federal efforts.195

Indeed, if government backing is all that is needed to 
quell fears in the market, it is unclear why any government 
MMF would have difficulty selling its agency MBS, espe-
cially after Fannie and Freddie were under federal con-
trol. Likewise, it is difficult to explain why, if government 
backing is sufficient to calm a financial panic, two FDIC 
banks—Washington Mutual and IndyMac—experienced 
runs by retail deposit customers during this period despite 
FDIC backing.196 At the very least, the evidence suggests that 
mere provision of federal support—including guarantees—to 
short-term credit markets is not sufficient to ensure financial 
stability. Aside from whether federal financial guarantees 
might work as their proponents intend, the historical record 
demonstrates that federal intervention heavily contributed 
to the 2008 crisis.
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W H A T  G A V E  R I S E  T O  S O  M A N Y  A B S s ?

There is no doubt that declining values for ABSs were at the 
heart of the 2008 financial crisis. In addition to problems 
with MMFs, the commercial paper market, the repo mar-
ket, or even the banking sector, overvalued ABSs routinely 
surface as a main culprit. And, in fact, there was a surge 
in the use of all kinds of ABSs several years prior to the 
crisis across short-term credit markets. In the commercial 
paper market, for example, Federal Reserve data show a 
distinct increase in the amount of ABCP outstanding start-
ing in 2005.197 Between January 2005 and July 2007, the 
total amount of outstanding commercial paper increased by 
$799 billion, with ABCP accounting for 66 percent of that 
increase ($525 billion).198 Thus, it is perfectly natural to ask 
why this surge in ABS issuance took place.

The conventional story of the 2008 crisis, of course, 
attributes the jump in ABSs to the supposedly unregulated 
actions of the shadow banking system.199 As discussed in a 
previous section, however, most of this activity took place 
under the watchful eyes of federal authorities, with the 
explicit blessing of federal banking regulators. Several dis-
tinct regulatory and statutory changes help explain the shift 

29145_CH05.indd   59 10/11/2022   1:34 PM

UNCORRECTED PROOFS



60	 S H A D O W  B A N K I N G

toward the increased use of ABSs, a fact that has not gone 
entirely unnoticed.

For example, Gorton and Metrick point out in the Journal 
of Financial Economics that, after a federal push to increase sub-
prime mortgages, “in the years 2001–2006, a total of about 
$2.5 trillion of subprime mortgages were originated” and 
nearly “half of this total came in 2005 and 2006.”200 Gorton 
and Metrick also acknowledge that the bankruptcy code 
gives special status to derivatives (including repo contracts) 
and that “this bankruptcy safe-harbor was a primary driver 
of the growth of repo.”201 Likewise, in another article, they 
point out that the U.S. bankruptcy code was amended in 
1984 to allow repo counterparties to liquidate collateral 
without going through bankruptcy, a feature that gives 
these counterparties preferential treatment compared to 
other creditors.202 Still, the problem is much bigger because 
the 1984 provision applied only to repo transactions based 
on Treasuries, agency securities, bank certificates of deposit, 
and bankers’ acceptances.

After enacting the current bankruptcy code in 1978, 
Congress steadily expanded safe harbors for derivatives and 
repos, as well as other financial contracts.203 While the bank-
ruptcy code provides several key protections, such as the 
automatic stay and a prohibition against preferential transfers, to 
help ensure that similarly situated creditors share any losses 
in an equitable manner, it also provides derivatives and repos 
with special safe harbors that exclude their counterparties 
from these protections. In fact, the 2005 Bankruptcy Abuse 
Prevention and Consumer Protection Act expanded several 
of these safe harbors by defining the term swap agreement to 
include (effectively) all derivatives contracts. Not only did 
this change extend safe harbors to virtually all derivatives 
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users such that the entire market was exempt from the auto-
matic stay and key preference provisions, but the 2005 act 
also expanded the definition of repurchase agreement to explic-
itly include “mortgage related securities . . . mortgage loans, 
interests in mortgage related securities or mortgage loans.”204

These safe harbors mean that, beginning in 2005, all 
derivatives and repo users were protected parties relative to 
ordinary creditors. The fact that the debtor’s counterparties 
could seize collateral free from these preference protections 
proved especially harmful during the 2008 crisis. Even 
though industry advocates originally argued that these safe 
harbors were necessary to prevent runlike behavior, the 
2008 crisis demonstrated that the opposite was true; they 
encouraged counterparties to run.

Bear Stearns’s counterparties, for instance, ran before Bear 
could even consider bankruptcy, safe in the knowledge that 
doing so would protect them more than going through bank-
ruptcy proceedings. Similarly, JPMorgan seized $17 billion 
in Lehman Brothers’ collateral (securities and cash), leaving 
Lehman with no choice but to come up with additional col-
lateral, thus worsening its liquidity position. Lehman could not 
file bankruptcy to prevent Morgan from selling the collater-
al because of the safe harbors, and Lehman had no reason to 
expect that it could retrieve the payment as a special preference 
if it did file for bankruptcy.205 The safe harbors also played a 
negative role in the near failure of AIG when counterparties 
increasingly demanded additional collateral for their large cred-
it default swap (CDS) portfolio. As with Lehman, AIG would 
have been able to refuse the collateral demands and expect legal 
protection had there been no safe harbors for the CDSs.206

Other data support the idea that these safe harbors induced 
firms to rely more heavily on repos after 2005. For instance, 
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Bear Stearns’s liabilities consisted of only 7 percent repos in 
1990, but by 2008, they consisted of 25 percent repos.207 
More broadly, the portion of total investment bank assets 
financed by repos doubled between 2000 and 2007.208 
Ultimately, it’s irrelevant whether the growing market led to 
legislative action to further support the market or whether 
the legislative amendments to the bankruptcy code led to 
the growing market. Either way, the market likely would 
not have supported such high increases in leverage without 
the special protections afforded in 2005. At the very least, 
these new ABSs—including ABCP and repos using ABSs for 
collateral—would have been structured differently had the 
bankruptcy code not provided special protections.

In addition to these legislative changes to the bank-
ruptcy code, federal banking regulators finalized a rule in 
2004 that promoted the issuance of ABCP by commercial 
banks. A Financial Accounting Standards Board (FASB) 
review of off–balance sheet items in the wake of the Enron 
accounting scandal was the driving force behind this reg-
ulatory change. In 2003, after nearly two years of review, 
FASB concluded that if a publicly traded company took an 
actual risk, that risk should be consolidated and included 
on the balance sheet. FASB did provide certain exemptions 
that banks could use, however, so the new standards did not 
force banks to immediately take all their off–balance sheet 
items back onto their balance sheets. Still, just to be safe, 
federal banking regulators gave banks a reason to breathe 
easy about the future possibility of doing so.

The final rule, issued jointly by the Federal Reserve, 
the FDIC, the Office of the Comptroller of the Currency 
(OCC), and the (now-defunct) Office of Thrift Supervision, 
permitted “sponsoring banks, bank holding companies, and 
thrifts (banking organizations) to continue to exclude from 
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their risk-weighted asset base for purposes of calculating 
the risk-based capital ratios asset-backed commercial paper 
(ABCP) program assets that are consolidated onto spon-
soring banking organizations’ balance sheets.”209 In other 
words, federal bank regulators allowed banks favorable capi-
tal treatment even if they did have to bring off–balance sheet 
ABCP assets back onto their balance sheets because of the 
new FASB decision. The final rule made federal banking 
regulators’ position very clear:

The agencies believe that the consolidation of ABCP 
program assets generally would result in risk-based cap-
ital requirements that do not appropriately reflect the 
risks faced by banking organizations involved with the 
programs. Sponsoring banking organizations generally 
face limited risk exposure to ABCP programs. This 
risk usually is confined to the credit enhancements and 
liquidity facility arrangements that sponsoring banking 
organizations provide to these programs.210

This language in the final rule demonstrates that regulators 
were blessing ABCP conduits—those entities typically set 
up by banks as SIVs off their balance sheets—as safe.211

That blessing is also consistent with what occurred 
prior to the 2004 rule. For years, federal banking regula-
tors had allowed banks to create these SIVs as off–balance 
sheet assets so that banks could generate fees from insuring 
outside investors (such as MMFs) in ABCP.212 It was good 
business for the banks, which were able to keep their cap-
ital charge low, and it provided added incentives for inves-
tors to buy ABCP. The data show that of all the ABCP 
conduits that were rated by Moody’s Investors Service as 
of January 1, 2007, commercial banks sponsored more than 
half (52 percent) and funded nearly three-fourths of the 
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total outstanding (74 percent).213 Naturally, bank regulators 
knew that if the banks ever had to make good on those 
ABCP guarantees (i.e., support losses), the SIVs would have 
to be recognized and be taken back onto the balance sheet, 
requiring higher capital charges. That scenario, of course, is 
precisely the one that started unfolding in 2007.

Even if this rule change was not the main factor in the 
increased issuance of ABCP, it is demonstrably false that 
federal banking regulators were unaware of exactly how 
involved commercial banks were in the ABCP market. 
Moreover, banking regulators underestimated what the 
“limited”-risk exposure to ABSs meant for the banking 
sector. In fact, the overall performance of the risk-weighted 
capital framework that bank regulators implemented in 1988 
has proven that regulators do not have superior knowledge 
over other market participants when it comes to measuring 
financial assets’ risk.

Not only were these capital rules crafted on the basis 
of the “risk bucket” approach developed by the Federal 
Reserve in the 1950s, but the Fed ( jointly with the FDIC 
and OCC) amended these rules in 2001 so that banks could 
hold even less capital for highly rated (privately issued) 
MBSs.214 After the 2001 rule change, known as the recourse 
rule, certain AA- and AAA-rated ABSs were given the same 
low-risk weight (20 percent) as agency-issued MBSs. Evi-
dence shows that the 10 largest U.S. banks expanded their 
purchases of these private-label MBSs and collateralized debt 
obligation (CDO) bonds as soon as the rule was changed. 
Even though these banks’ assets doubled from 2001 to 2007, 
their risk-weight-adjusted assets barely increased.215

More broadly, the federal capital framework undoubtedly 
contributed to the buildup of all types of MBSs in the 
banking sector prior to the 2008 crisis because it provided 
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financial incentives to sell mortgages and hold MBSs.216 
Thus, the federal framework has resulted in bank balance 
sheets becoming more uniform over time (banks now have 
a smaller number of more similar assets than in the past), 
thus placing more of the industry at risk to the same shocks. 
Combined, these failures suggest that the highly prescriptive 
bank regulations—touted as stability enhancing by propo-
nents of stricter regulations in capital markets—may not have 
served the banking sector, or the broader economy, so well.

The evidence suggests that, in fact, regulators have not 
done a spectacular job at maintaining stability in the bank-
ing sector as they expanded regulations, a finding that holds 
internationally. In the preface to their 2014 book Fragile by 
Design, Charles Calomiris and Stephen Haber state that the 
book was released “after the worst three decades of banking 
crises the world has ever seen.”217 The authors title their first 
chapter “If Stable and Efficient Banks Are Such a Good Idea, 
Why Are They So Rare?”218 They go on to make the case that 
systemic banking crises “do not happen without warning” 
and that “they occur when banking systems are made vul-
nerable by construction, as the result of political choices.”219 
Among 115 developed nations, between 1970 and 2010, only 
34 countries were crisis free, 62 had one financial crisis, and 
19—including the United States—had two crises.220

Given that modern banking regulation displays this 
type of overall track record on stability, it is difficult to see 
how forcing more banklike regulations on capital markets 
could achieve financial stability.221 Indeed, contrary to the 
conventional narrative, the evidence suggests that too much 
government involvement and regulation in the banking 
sector caused—and worsened—the 2008 crisis. At best, that 
prescriptive federal framework failed to prevent the crisis or 
the turmoil specific to the banking sector.222
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Combined with the fact that there is essentially no 
evidence to support the 2008 contagion story, the case for 
expanding banklike regulation and government oversight to 
capital markets is incredibly weak. Nonetheless, after 2008, 
government officials relied heavily on the conventional crisis 
story to expand the federal regulatory framework by forc-
ing more banklike regulations on certain nonbank financial 
firms. Unsurprisingly, the Biden administration is repeating 
that strategy.
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Relying on the conventional story about the 2008 finan-
cial crisis, the SEC finalized new MMF rules in both 2010 
and 2014. Overall, these rule changes were not a success, 
because they failed to create the stable MMF industry that 
supporters envisioned and because they drastically reduced 
the funds available for financing commercial activity. In 
2021, the SEC proposed yet another set of MMF rule 
changes, partly acknowledging the failures of the previ-
ous amendments. Despite the shortcomings of the 2010 
and 2014 rule changes, the new rules likely satisfied many 
banking regulators, a group that has always had a somewhat 
tendentious relationship with MMFs.

In 1981, for instance, Fed Chairman Paul Volcker tes-
tified before a congressional committee that the Fed would 
prefer that “money market funds be subject to regulations 
that would make them more competitive with banking 
institutions and less attractive to investors.”223 Volcker pro-
posed that Congress give MMFs reserve requirements, as 
well as rules that prevented investors from redeeming their 
shares on demand.224 In 2009, Volcker counseled the Obama 
administration that “banks remain the functioning heart of 

M M F  R U L E S :  S T E A D I L Y  S H I F T I N G  I N 
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the financial system, and they are protected and regulated,” 
and to the extent that banks have competitors with “differ-
ent ground rules,” it “weakens the financial system.”225 In 
2012, Treasury Secretary Timothy Geithner chastised the 
SEC for failing to implement stricter MMF regulations and 
urged the newly created FSOC to formally recommend that 
the SEC put new MMF rules into effect. Ultimately, those 
FSOC recommendations included proposals such as a float-
ing net asset value (NAV), a NAV capital buffer, a separate 
capital/reserve requirement, and a provision requiring funds 
to withhold 3 percent of a shareholder’s redemptions from 
any accounts over $100,000.226

As discussed in previous chapters, multiple government 
reports justify these types of regulations by arguing that 
MMFs exhibited an inherent vulnerability to destabilizing 
runs during the 2008 crisis. Nonetheless, MMFs have dis-
played such an excellent safety record that many of the same 
government reports—as well as other government agencies 
and research reports—have had no choice but to acknowledge 
it. For example, the 2010 PWG report concedes that in “the 
twenty-seven years since the adoption of [the SEC’s] rule 2a-7, 
only two MMFs have broken the buck. In 1994, a small MMF 
suffered a capital loss because of exposures to interest rate 
derivatives, but the event passed without significant reper-
cussions.”227 The report also states that although “the run on 
MMFs in 2008 is itself unique in the history of the industry, 
the events of 2008 underscored the susceptibility of MMFs to 
runs.”228 Naturally, the uniqueness of the 2008 run suggests 
that MMFs are not inherently susceptible to such problems. 
Likewise, a 2010 Federal Reserve paper notes that from “the 
introduction of the rules specifically governing these funds in 
1983 until the Lehman bankruptcy in September 2008, only 
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one small MMF lost money for investors,” and even though 
“MMF prospectuses and advertisements must warn that ‘it 
is possible to lose money by investing in the Fund,’ investors 
virtually never lost anything.”229

Although it may be surprising, basic evidence from the 
2008 crisis demonstrates that even the turmoil in the MMF 
sector during that period did not result in major losses for 
shareholders. Of the more than 800 MMFs that existed at 
the end of 2007, only one broke the buck during the crisis.230 
Moreover, the shareholders of that fund—the now-infamous 
Reserve Primary Fund—ultimately received more than $0.98 
on the dollar.231 According to the conventional narrative, this 
success rate resulted only because the federal government 
stepped in to guarantee MMFs in 2008. A major problem 
with that theory, however, is that the Treasury guarantee pro-
gram was never called on to cover any losses, a remarkable fact 
given that the program required participating funds to have a 
NAV greater than or equal to $0.995 and to liquidate if their 
share price fell by only one-half of a percent.232

In contrast, even though the FDIC’s transaction account 
guarantee program provided unlimited insurance for 
$1.4 trillion in deposits, 140 banks failed in 2009, 160 failed 
in 2010, and an additional 108 failed in 2011 (plus the first 
quarter of 2012).233 In fact, the long-term track record for 
federally insured banks is much worse than for MMFs; since 
1970, federal assistance was provided to 593 depository insti-
tutions, and 3,028 institutions failed, at a cost to taxpayers 
of more than $180 billion.234 Proponents of stricter MMF 
regulation also argue that because many fund sponsors 
stepped in to support share values by purchasing assets at par 
and waiting to resell them, the damage in the MMF indus-
try was much worse than it appeared.235 A major problem 
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with this argument, though, is that MMFs were explicitly 
designed with such sponsor support mechanisms in mind, 
meaning that they worked exactly as they were supposed 
to work.236 It should be very rare that an MMF would ever 
return less than $1 per share to its shareholders, and indeed 
it has seldom happened.

Despite the track record of MMFs and the lack of evi-
dence for MMF contagion in 2008, the federal government 
moved ahead with two rounds of major MMF rule changes 
after the crisis. The FSOC recommended various new reg-
ulations in 2010 and 2012, and the SEC finalized new rules 
in 2010 and 2014, all of which were based on the idea that 
MMFs were inherently susceptible to destabilizing runs. 
The following list summarizes how MMFs were regulated 
prior to 2008 and provides an overview of how the rules 
were changed.

Original (1983) MMF Rules

The SEC regulates MMFs under the Investment Company 
Act of 1940, and it promulgated its first MMF rule in 1983. 
The rule, known as rule 2a-7, was concerned mostly with 
risk-limiting restrictions and the valuation of an MMF’s 
shares.237 Originally, the risk-limiting restrictions were rel-
atively straightforward. For instance, MMFs were required 
to maintain an average portfolio maturity of less than or 
equal to 120 days, the maximum maturity for individual 
securities in the portfolio was one year, and the fund could 
purchase only bonds with one of the top two ratings from a 
major rating service.238 The share valuation rules, however, 
have been the source of much debate and misinformation. 
For all mutual funds, the NAV of the fund represents the 
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fund’s per-share market value. In the case of a mutual fund 
that invests in a portfolio of publicly traded stocks, it is very 
easy to calculate the fund’s NAV at the end of every day 
(the market value of the stocks, less any liabilities, divided 
by the outstanding shares). A problem for MMFs, even if 
they did not try to maintain a stable $1 NAV—which they 
all do try to achieve—is that they invest in many liquid 
assets (such as commercial paper and certificates of deposit) 
that do not regularly trade in a secondary market. That is, 
they invest in assets whose market prices are not regularly 
displayed and objectively reported (there is, for example, 
no exchange that lists closing prices). Because the value of 
those assets may fluctuate—though, in general, the value 
would not be expected to change much—calculation of the 
NAV for an MMF necessarily requires some estimation. As 
a result, rule 2a-7 required the MMF board to “establish 
procedures for maintaining a stable NAV using either the 
penny-rounding or amortized cost method” and further 
required any board using the amortized cost method “to 
monitor the deviation between the fund’s NAV ‘calculated 
using available market quotations (or an appropriate sub-
stitute which reflects current market conditions)’ and its 
amortized cost value per share.”239 Although proponents of 
requiring MMFs to report a floating (as opposed to fixed) 
NAV have suggested that the amortized cost method is an 
“accounting gimmick” that somehow results in “fictitious” 
pricing, it is a widely used valuation method for short-term 
debt securities that otherwise have no objectively reported 
market price.240 Even requiring MMFs to use a floating 
NAV would necessitate that fund managers use some type 
of estimation procedure to price their portfolio unless they 
invest only in assets commonly traded in secondary markets.
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MMF Rules in Place as of the 2008 Crisis

The SEC has amended rule 2a-7 multiple times since 1983, 
often changing the risk-limiting provisions in some way. At 
the time of the 2008 crisis, the version of rule 2a-7 that was 
in place followed the same general concept as the original 
rule. That is, the SEC allowed MMFs to report a stable NAV 
($1 per share) provided that the value of the fund’s shares 
remained within a narrow band around $1 and that the fund 
adhered to various risk-limiting restrictions. Specifically, the 
version of rule 2a-7 in force during 2008 limited the fund’s 
average portfolio maturity to 90 days and generally prohibited 
investments in securities with maturities longer than 397 days. 
The rule also prohibited MMFs “from investing more than 
five percent of total assets in first tier [highest rated] securities 
from a single issuer,” from “investing more than one percent 
of total assets (or $1 million, whichever was greater) in second 
tier securities of a single issuer,” and from investing more than 
5 percent of a fund’s total assets in second-tier securities.241

2010 Amendments

The 2008 financial crisis led to many regulatory changes for 
MMFs, with the SEC finalizing one set of rule amendments 
in 2010.242 According to the SEC, these rule changes were 
“designed to reduce the interest rate, liquidity, and credit risks 
of money market fund portfolios and, therefore, make money 
market funds less likely to break the buck.”243 Among other 
changes, the 2010 amendments lowered MMFs’ maximum 
average portfolio maturity from 90 to 60 days and also added 
a new weighted average life requirement of 120 days, with the 
intent of limiting an MMF’s ability to invest in longer-term 
floating rate securities. Additionally, the SEC imposed the 
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following liquidity requirements: all taxable MMFs must hold 
at least 10 percent of assets in cash, U.S. Treasury securities, 
or securities that convert into cash (i.e., mature) within one 
day; and all MMFs must hold at least 30 percent of assets in 
cash, U.S. Treasury securities, or other short-term securities 
that convert into cash within one week. Separately, the rule 
restricted MMFs from holding illiquid securities (defined 
as any security that cannot be sold or disposed of within 
seven days at its carrying value) if “after the purchase, more 
than 5 percent of the fund’s portfolio will be illiquid securi-
ties (rather than the current limit of 10 percent).”244 The 2010 
rules also imposed the following liquidity requirements: 
an MMF cannot invest more than 3 percent of its assets in 
second-tier securities (a decrease from 5 percent), cannot 
invest more than 0.5 percent of its assets in second-tier secu-
rities issued by any single issuer (the rule previously set a limit 
of the greater of 1 percent or $1 million), and cannot invest 
in second-tier securities that mature in more than 45 days 
(a decrease from 397 days).245 The SEC implemented another 
major change under section 22(e) of the Investment Company 
Act, a provision of the law that generally prohibits mutual 
funds from suspending share redemptions except in certain 
limited circumstances. The 2010 amendments allowed the 
fund’s board to suspend redemption if “the board, including 
a majority of the disinterested directors, (1) determines that 
‘the extent of the deviation between the fund’s amortized cost 
price per share and its [market-based] current net asset value 
per share . . . may result in material dilution or other unfair 
results to investors or existing shareholders,’ and (2) has irre-
vocably approved the fund’s liquidation.”246 While the new 
maturity requirements surely had some influence on MMFs’ 
portfolios, the precise relationship is not obvious. According to 
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the Investment Company Institute, the average maturity for 
all U.S.-registered prime MMFs was 44 days in both 2007 and 
2010; it was 40 days in 2011 and 45 days in 2012.247 Moreover, 
it is unclear how much safer these rules made MMF portfo-
lios. The data show, for example, a small increase in MMFs’ 
portfolio share of various government securities and a large 
increase in certificates of deposit (from 15.2 percent of total 
assets in 2007 to 29.5 percent of total assets in 2012). Both the 
various federal securities and the bank certificates of deposit 
are, of course, ultimately backed by the federal government.

2014 Amendments

After the 2010 amendments, the SEC adopted more changes for 
rule 2a-7. According to the SEC, these amendments, proposed 
in 2014 and implemented in 2016, were based on the theory 
that the 2010 amendments did too little to address large-scale 
MMF redemptions.248 Most of the amendments in this round 
of rulemaking were more controversial than the SEC’s previ-
ous regulations. For instance, the 2014 amendments require 
MMF boards to choose between imposing a liquidity fee of 
up to 2 percent or suspending share redemptions (closing a 
“gate”) if the fund’s weekly liquid assets fall below 30 percent 
of the fund’s total assets. The 2014 amendments also require 
the MMF board to impose a 1 percent liquidity fee if the 
fund’s weekly liquid assets fall below 10 percent of total assets 
unless the board determines that doing so would not be in the 
best interest of the fund. The rule limits the gate to suspend-
ing redemptions for no more than 10 days. These gate and 
fee requirements do not, however, apply to any government 
MMF (one that invests 99.5 percent of its total assets in cash 
or government securities). The 2014 rules also implemented 
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a major change to the way MMFs report their NAVs. First, 
all prime and tax-exempt institutional (as opposed to retail) 
MMFs were prohibited from using the amortized cost method 
of valuation and required to report a floating (rather than fixed) 
NAV to the nearest one-hundredth of a percent. Aside from 
the dubious implication that institutional investors must not be 
able to comprehend that the value of some assets in their MMF 
portfolio are being estimated, evidence from Europe (where 
funds are issued by using both fixed and floating NAVs) shows 
that the pricing method has no effect on share redemptions.249 
Regardless, the 2014 amendments caused a massive shift out 
of prime MMFs: shareholders moved more than $1 trillion 
into government MMFs ahead of the effective date (2016), 
dwarfing any of the outflows from prime MMFs during the 
2008 crisis.250 The portfolio composition of all taxable MMFs 
also changed dramatically ahead of 2016. In 2015, these funds’ 
aggregate average portfolio share of government-backed or 
government securities was 15 percent, and their share of com-
mercial paper was 15 percent. By December 2016, the MMFs’ 
share of government-backed or government securities was up 
to 88 percent, and their commercial paper share was down to 
4 percent.251 To the extent that these rule changes were made 
ultimately to ensure that investment funds would be avail-
able to finance commercial activity, the amendments failed 
miserably.

2021 Proposed Rules

On December 15, 2021, the SEC proposed new amendments 
to the MMF rules, partly because of market activity during 
the COVID-19 pandemic.252 In what amounts to an admis-
sion that the 2014 gate and fee provisions, with their explicit 
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thresholds, increased the incentive to redeem shares, the SEC 
is now proposing to “remove the liquidity fee and redemption 
gate provisions in the existing rule, which would eliminate 
an incentive for preemptive redemptions from certain money 
market funds.”253 The proposal would also restrict the way 
funds use gates and fees, limiting their application to funds 
that are liquidating and also capping the fees at 2 percent.254 
Separately, the proposal would require institutional prime and 
tax-exempt MMFs to implement swing pricing, a policy that 
requires a fund manager to adjust the fund’s NAV (up or down) 
to better ensure that investors who redeem their shares bear 
the liquidity costs.255 The new proposal also seeks to increase 
MMFs’ daily and weekly liquid asset requirements to 25 and 
50 percent, respectively. Under the current rules, MMFs must 
hold at least 10 percent of their assets in daily liquid assets and 
at least 30 percent in weekly liquid assets. Given that both the 
existing and the proposed requirements would allow funds to 
invest in cash, government securities with multiple maturities, 
or other types of short-term investments, provided that they 
mature within the required number of days (one to five busi-
ness days),256 and since MMFs have already shifted their port-
folio composition toward government securities, it is unclear 
what the marginal effect of these new daily and weekly liquid 
asset requirements might be.

The financial market stress that occurred during the 
COVID-19 pandemic and the subsequent government 
shutdowns is a primary driver of the latest MMF rules. 
As in previous downturns, federal regulators pointed to 
MMF share redemptions as a problem because they result 
in fewer funds being available to finance business activity 
in the private sector. For instance, the 2020 PWG report 
laments that between March 10 and 24, MMFs “cut their 
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CP [commercial paper] holdings by $35 billion,” a reduction 
that represents “74 percent of the $48 billion overall decline 
in outstanding CP over those two weeks.”257 Aside from 
the fact that it would make sense for businesses to finance 
less activity during the shutdowns, the PWG report ignores 
that March 18—the date that the Federal Reserve created 
its MMF Liquidity Facility (MMLF)—falls squarely in the 
middle of the period the report analyzes.

According to the Fed, the MMLF was designed to pur-
chase commercial paper from MMFs to enhance “overall 
market functioning and credit provision to the broader econ-
omy.”258 Obviously, if helping MMFs shed their commer-
cial paper is beneficial to the broader economy, then when 
MMFs reduce their holdings on their own it cannot also be a 
cause of stress, an amplifier of stress, or some type of problem 
that requires new rules to prevent MMFs from selling their 
assets. Regardless, data show that “two-thirds of the reduc-
tion in prime funds’ commercial paper holdings cited by the 
PWG—$23 billion of the $35 billion—occurred after the 
Fed’s announcement and was driven by funds’ sales of com-
mercial paper that were ultimately pledged to the facility.”259 
Moreover, it is difficult to see how MMFs’ commercial paper 
sales could not have been at least partially driven by efforts 
to keep their weekly liquid assets above the thresholds that 
would have required them to implement gates and fees.

What happened to MMFs in 2020 is just the latest exam-
ple of prescriptively designed rules and regulations that fail to 
work as the designers intend. Just as decades of increasingly 
strict bank regulations have failed to produce financial sta-
bility, so too have increasingly strict MMF rules. The failure 
of the recent MMF rule amendments even led to one of the 
harmful scenarios that was supposedly so dangerous in the 
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first place, namely, reducing the funds available to finance 
commercial activity. Rather than acknowledge the failure of 
this top-down regulatory approach in short-term capital mar-
kets, the SEC’s 2021 rule proposal doubles down with even 
more prescriptive rules, such as mandatory swing pricing and 
explicit restrictions on how funds can use fees and gates.

A better alternative would use the 1983 regulatory frame-
work for MMFs as a baseline. From there, the SEC should 
pare down the prescriptive rules to the bare minimum, so 
that they include little more than an average maturity restric-
tion. Rather than trying to improve financial markets by 
saddling MMFs with more operating restrictions, the SEC 
should allow fund managers and investors to figure out what 
works best for them. This approach would foster more com-
petition in short-term credit markets and make them more 
resilient by decreasing the uniformity of investment options.

If some MMF investors want more risk, with a greater 
proportion of their funds invested in longer-duration money 
market securities, and if others want less risk, then the SEC 
should foster more such options with a flexible framework 
based on preventing fraud and promoting transparency. As 
George Mason University professor Larry White recently 
observed, “The goal of a robust financial system calls for a 
diverse ecosystem of mutual funds, not a monoculture that 
is susceptible to a single disease. Top-down restrictions pro-
mote a monoculture.”260 Given regulators’ track record, it 
makes sense that fund managers and shareholders, not feder-
al officials, should shoulder the responsibility of figuring out 
what investment structures provide the right incentives and 
options. Still, proponents of stricter regulation disagree with 
this approach. They favor instead an expansive—virtually 
limitless—federal role in financial market regulation.
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Many government officials, industry participants, and aca-
demics endorse an extensive federal role for financial reg-
ulation, one that requires regulators to promote financial 
stability by addressing systemic risks.261 This approach 
requires regulators to address known threats to financial sta-
bility as well as potential threats to stability.262 Much of the 
2010 Dodd-Frank Act reflects this approach, one that relies 
on the conventional story about the 2008 financial crisis. 
For instance, a recent report coauthored by several aca-
demic scholars and former government officials states that 
“nonbank intermediation and banking share very similar 
financial stability risks—contagion across institutions and 
markets resulting in runs of short-term funding and associ-
ated asset fire sales [emphasis added] that impede the delivery 
of essential services to households and businesses.”263

There are several problems with this regulatory approach. 
As discussed previously, the conventional story about the 2008 
financial crisis does not justify an expansive federal role for 
regulating financial markets, largely because the evidence 
shows that federal rules and regulations were a primary cause 
of the crisis. Similarly, the specific claim that asset fire sales 

S Y S T E M I C  R I S K  R E G U L A T I O N  A N D  
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contribute to market turmoil ignores the role that the fed-
eral legal and regulatory frameworks play in financial firms’ 
decisions to sell assets during a crisis. Much like the evidence 
for broader contagion, the evidence for contagious fire sales 
during the 2008 crisis often makes a case against more gov-
ernment regulation.

The concept of asset fire sales, which also surfaces in 
the SEC’s newly proposed MMF rules,264 is a specific type 
of contagion whereby the rush to sell certain assets can 
depress their prices as well as the prices of other assets. But 
it’s not just the actual fire sales that concern regulators; it’s 
also the risk: as a 2013 Federal Reserve report states, “The 
risk [emphasis added] of ‘fire sales,’ , . . . is a major source 
of financial instability.”265 Never mind, for now, whether 
it makes sense to allow regulators the discretion required 
to guard against potential threats to financial stability;266 
evaluation of the research findings regarding asset fire sales 
during the 2008 crisis is fairly straightforward.

For instance, the 2013 Federal Reserve report cited in 
the previous paragraph examines the risk of fire sales in the 
tri-party repo market during 2007–2009. The paper states 
that “the risk of fire sales is a particularly acute concern 
in the tri-party repo market because of the size of dealers’ 
portfolios and the strong incentives for some lenders to sell 
collateral quickly in a default event.”267 The paper describes 
the well-documented stress in the repo market during the 
2008 crisis and acknowledges that “many tri-party repo 
lenders face operational or regulatory constraints that create 
strong incentives to liquidate assets.”268 In other words, the 
potential problem for the dealers is caused, or at least exac-
erbated, by regulatory and legal constraints, both of which 
provide strong incentives (and in some cases requirements) 
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to sell securities to increase liquidity. The resulting decline 
in repo financing, supposedly, can threaten not just these 
dealers, but the broader economy as well.

While the paper does not study the effects that asset fire 
sales can have beyond the repo market, it does provide two 
citations for “empirical evidence on fire sales.”269 One of 
the cited works studies the market for nonagency residential 
mortgage-backed securities (RMBS) during 2006–2009 
and finds that “the combination of capital requirements and 
fair value accounting rules” is a primary cause of insurance 
companies’ decisions to sell low-quality assets at fire sale 
prices.270 The study examines data for insurance companies, 
but the authors also note, “While capital requirements for 
U.S. banks were not credit-quality sensitive for loans, they 
were for structured finance securities such as RMBS, so that 
we would expect the issues raised in this paper to be relevant 
for RMBS transactions by banks as well.”271

A second study of the institutional bond market finds 
that “when the [2008 financial] crisis hit the securitized bond 
market, the shock was transmitted by the portfolio decisions 
of institutional investors, which held both securitized bonds 
and corporate bonds and had to liquidate portions of their 
portfolios due to their liquidity needs.”272 Similar to what 
happened in other markets, the evidence shows that regu-
latory requirements also drove these firms’ decisions to sell 
certain types of bonds. The authors conclude:

Mutual funds did not rush to sell the now illiquid securi-
tized bonds en masse, but, instead, sharply reduced their 
holdings of corporate bonds. The insurance companies, 
in contrast, sold neither class of assets (except those with 
a below-threshold level of risk-based capital, which 
reduced holdings of securitized bonds). In addition, funds 
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with negative contemporaneous flows, high turnover, or 
high flow volatility liquidated greater portions of their 
corporate bond holdings than other funds, behavior sug-
gesting that their portfolio decisions were dominated by 
liquidity needs. Interestingly, the average mutual fund 
tended to sell more junk bonds than investment-grade 
bonds.273

Thus, in this scenario, much like other contagion studies, the 
authors report that stark differences across intermediaries, 
rather than a general panic, drove decisions to sell assets.

Proponents of stricter regulations could, of course, argue 
that the absence of a general panic is irrelevant and that reg-
ulators need to protect the financial system from asset fire 
sales. One problem with that argument, though, is that the 
regulatory and legal frameworks are key causal factors behind 
the decision to sell the assets in the first place, and there is 
no inherent reason to think that regulators have any spe-
cial ability to determine beforehand the best way to restrict 
sales of certain assets in the event of market turmoil. Thus, 
removal of these incentives to sell assets into a declining mar-
ket would necessitate removal of the prescriptive regulations 
that subjectively apply regulators’ risk standards to certain 
types of assets.

More broadly, this regulatory approach—requiring reg-
ulators to reduce systemic risks by regulating both known 
and potential threats to financial stability—is theoretically 
flawed because its goal is to ensure that financial firms con-
tinue to provide credit even in market downturns.274 It gives 
no consideration to whether economic fundamentals dictate 
that a slowdown of some kind is warranted, so that financial 
firms should provide less financing. Both in theory and in 
practice, this approach requires the federal government to 
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prevent certain investors from taking (at least some) losses, 
thus transferring wealth from taxpayers who absorb the 
losses to those who originally took the financial risks.

In addition to reducing economic efficiency and redis-
tributing wealth, this approach also increases market par-
ticipants’ incentives to lobby for rules and regulations that 
help protect their interests, thus increasing the chances that 
firms will take on “too much” risky behavior. This result 
empowers a small group of bureaucrats to collude with 
well-connected industry participants, ultimately allowing 
them to dictate economic decisions for everyone else on the 
basis of increasingly broad and subjective criteria. There is 
essentially no limit to how restrictive federal regulators can 
be because they merely need to describe any possible occur-
rence as a potential threat to stability. In any economy based 
on individual rights and limited government, the goal of 
the regulatory framework should not be to reduce the risk 
of failure to certain financial firms or to the broader sys-
tem because such a framework undermines both individual 
rights and a limited government.

Some proponents of expansive systemic risk regulation 
ignore this critique and instead argue that the regulatory 
approach is necessary to protect the banking system because 
commercial bank deposits are federally insured. This argument 
takes several forms, ranging from protecting the FDIC deposit 
insurance fund to preventing noninsured financial firms from 
receiving subsidies. Cornell law professor Saule Omarova, for 
example, posits that “it may be more effective to manage the 
safety and soundness of depository institutions through legal 
and regulatory mechanisms aimed at ensuring stability of the 
entire financial system”275 and then argues for strengthening 
Section 23A of the Federal Reserve Act. Specifically, she claims 
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(as do several legal scholars) that one of the main purposes of 
Section 23A—a purpose which, in her view, has not been 
adequately fulfilled—is to prevent a transfer “of federal sub-
sidy (access to federal deposit insurance and liquidity backup 
facilities)” to nonbank financial firms.276

These arguments are not persuasive for multiple reasons. 
First, Section 23A of the Federal Reserve Act does restrict the 
types of transactions that depository institutions may engage 
in with their affiliated companies, but it does not provide a 
regulatory mandate for the Fed to prevent the transfer of any 
kind of federal subsidy to affiliated (or nonaffiliated) nonbank 
firms, even if one reads Section 23A broadly. In practice, 
such a restriction would be virtually meaningless because any 
insured depository institution that uses the Fed’s facilities and 
then lends to other firms effectively passes on (at least some of) 
any related federal subsidy. Moreover, neither Section 23A 
nor any other federal statute gives the Federal Reserve an 
explicit mandate to protect the FDIC deposit insurance fund, 
and contrary arguments appear to be based on the desire to 
expand the reach of the Federal Reserve.

Federally chartered banks are supervised by the OCC, 
and state-chartered banks that are not members of the Fed-
eral Reserve system are regulated by the FDIC.277 There is 
no inherent reason that either the OCC or the FDIC could 
not regulate banks to ensure the safety of the FDIC deposit 
insurance fund, and it makes little sense to argue that the 
Federal Reserve must also regulate these banks. Addition-
ally, policymakers should not assume that only the federal 
government can provide banks with deposit insurance,278 
and they should acknowledge that prescriptive banking reg-
ulations (based on mitigating systemic risks or otherwise) 
have failed to protect the banking system.
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Historically, the federal government has found it increas-
ingly difficult to avoid bailing out large financial institutions 
that took excessive risk, and virtually every sort of crisis 
has been met with added federal regulation in the name of 
preventing the next calamity. This approach has yet to work. 
Rather than forcing financial firms to adhere to more arbitrary 
standards set by regulatory fiat, policymakers should reduce 
prescriptive regulations and introduce more market disci-
pline into the system. This approach can be implemented by, 
for example, alleviating the Federal Reserve of its regulatory 
responsibilities and implementing a regulatory framework 
based on promoting transparent disclosure and discourag-
ing fraud. A less prescriptive regulatory framework will not 
guarantee a more stable financial system, but a highly pre-
scriptive framework has already been proven to produce a 
fragile system.
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The National Bureau of Economic Research estimates that 
the United States has had 34 recessions since 1854, and 
only 7 lasted longer than the 2007–2009 recession. Since 
the Great Depression, no downturn has lasted longer. 
Five other recessions, all prior to the 1930s, matched the 
18-month duration. Though many policymakers argue that 
the 2007–2009 recession would have been worse without 
so much federal intervention, there is good reason to doubt 
the success of the federal government’s efforts, particularly 
those related to mitigating the 2008 financial crisis. In fact, 
without such extensive previous government intervention, 
the crisis would likely have been much less severe, if it had 
occurred at all.

As this book has demonstrated, the conventional story 
about the 2008 crisis portrays the federal government’s crisis 
mitigation efforts as heroic and blames capitalism—in the 
unregulated shadow banking sector—for excessive exotic 
financial bets that roiled markets and cratered the econ-
omy. The problem with this story is that it ignores much 
of reality. It disregards, for example, that federal rules and 
regulations provided many incentives to issue and hold the 

C O N C L U S I O N
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types of ABSs at the center of the financial meltdown. It also 
rejects the fact that most of that financial activity—and asset 
securitization in general—took place within the traditional 
banking sector, with the explicit blessing of federal bank-
ing regulators. Finally, it ignores the differences between 
investors reacting to economic stress and investors causing 
economic stress.

It is one thing to ignore these aspects of reality, but to 
then insist, on the grounds of a false narrative, on impos-
ing banklike regulations on the nonbank firms operating in 
capital markets defies reason. Historically, the increasingly 
paternalistic and prescriptive federal regulatory framework 
has destabilized the banking sector and nonbank financial 
markets. There is no reason to believe that expanding this 
approach to more short-term capital intermediaries will do 
anything other than produce the same harmful outcomes, 
only more broadly. After roughly one century of ratcheting 
up this approach, the results clearly show that federal regu-
lators do not have superior knowledge over others when it 
comes to measuring financial assets’ risk. Regardless of how 
comforting it might be to think that regulators can finally 
develop the right set of rules, the one that will keep markets 
stable, that notion is a fantasy that ignores the costs of imple-
menting such a framework.

The truth is that government officials cannot design 
vibrant capital markets that are always perfectly stable if 
they also want to allow investors to take the risks that create 
vibrant capital markets. That the common good depends 
on these types of regulations is merely an emotional appeal, 
one that ignores how much the traditional regulatory 
approach has harmed both the common good and individ-
ual rights. Continued attempts to create such a perfectly 

29145_Conclusion.indd   88 10/11/2022   1:55 PM

UNCORRECTED PROOFS



	 CONCLUSION	 89

stable environment will further weaken financial markets 
by giving investors even fewer choices and by more heavily 
concentrating risks.

The best way to promote stable financial markets is 
with policies that foster a diverse set of investment types 
and intermediaries, so that people can appropriately diver-
sify their own risk from a broader set of choices. A rigid 
prescriptive framework creates a monoculture with fewer 
investment options, making it more difficult to balance risks 
across multiple types of assets. It creates an inherently frag-
ile system, ultimately undercutting the ability of the free 
enterprise system—which is based on economic freedom—
to help people prosper and live productive and happy lives.

Few policymakers in Washington, DC, even question 
the conventional crisis story, much less advocate the con-
nection between economic freedom and financial markets’ 
health. Instead, most use that narrative to justify the expan-
sive financial regulations put in place after the crisis and to 
promote even more banklike regulations and federal backing 
for short-term credit markets. The Biden administration, for 
example, is using the conventional story to justify new rules 
for MMFs as well as for stablecoins, financial instruments that 
did not even exist during the 2008 financial crisis. Multi-
ple other government officials use elements of the standard 
explanation of the 2008 crisis to push for more-expansive 
systemic risk regulations, especially outside the banking sec-
tor. However, the record shows that the conventional story 
about the 2008 crisis does not justify this approach.

The MMF rules that the SEC implemented in 2010 and 
2014 provide an excellent recent case study. These regula-
tions, supposedly necessary to fix structural vulnerabilities 
in MMFs that made them inherently unstable, caused even 
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larger outflows from the private sector to the government 
sector than those experienced during the 2008 crisis. It also 
became clear in 2020 that the rules failed to achieve their stated 
purpose of stopping the incentive to redeem shares during 
economic turmoil. Astonishingly, many federal officials still 
want to double down on this failed regulatory approach by 
implementing increasingly prescriptive rules in existing mar-
kets as well as new market segments. Thus, it does appear that 
the conventional 2008 crisis narrative has taken hold and is 
firmly rooted in the psyche of federal officials.

Nonetheless, this book has provided a comprehensive 
account of the 2008 financial crisis and demonstrated that 
the conventional explanation is false. That story does not 
provide a solid rationale for spreading more banklike regu-
lations to the rest of the financial markets. The following list 
summarizes the main arguments in this book:

•	 The conventional story about the 2008 financial 
crisis is highly misleading, for several reasons.

•	 Contagion—infectious runs that indiscriminately 
propagate throughout financial markets and the 
broader economy—was not the primary driver of 
the 2008 crisis.

•	 There is an astonishing lack of empirical evidence 
to support the contagion hypothesis and a great deal 
of evidence that contradicts it.

•	 There is sufficient evidence to doubt that contagion 
caused the run on the Reserve Primary Fund to 
spread to the rest of the MMF sector or that it caused 
turmoil to spread from MMFs to other short-term 
credit markets.

•	 Short-term credit markets did not freeze during 
the 2008 crisis. New issues of commercial paper 
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and repos became more expensive, frequently for 
shorter maturities and often requiring alternative 
forms of collateral (instead of the ABSs that had 
been used), but these facts demonstrate that those 
markets worked as they should.

•	 Most commercial paper is issued only by very large 
companies with stellar credit ratings, firms that 
would otherwise have no trouble borrowing from 
banks, such as Ford, John Deere, and Citigroup. 
Historically, the nonfinancial commercial paper 
market has remained safe and stable, as it did during 
the 2008 financial crisis.

•	 Leading up to the 2008 crisis, most ABCP was sold 
to outside investors with explicit bank-provided 
guarantees that required commercial banks to pay 
off maturing ABCP at full face value in the event of 
a default.

•	 The repo market is dominated by large securities 
dealers, firms that include the Federal Reserve’s 
primary dealers. U.S. Treasury securities are the 
most common collateral in the repo market by far, 
with agency debt and MBSs a close second, such 
that approximately 70 percent of the collateral used 
in the repo market consists of government-backed 
securities.

•	 Unlike commercial banks, MMFs generally are not 
leveraged (they do not invest borrowed funds), but 
an increasing number of commercial banks have 
sponsored MMFs since the 1980s.

•	 Bank-sponsored prime institutional MMFs accoun
ted for more than half of all prime institutional 
MMF assets by the end of 2007. Banks provide 
explicit guarantees for their conduits that create 
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MMFs, as for commercial paper, thus increasing the 
liabilities for the commercial banking sector.

•	 Both nonbanks and commercial banks were heavily 
involved in asset securitization since that market 
began, and federal regulators were always aware of 
banks’ involvement. From 1990 to 2008, commer-
cial banks’ market share for the principal functions 
of securitization (including issuing, trustee services, 
underwriting, and servicing) remained well over 
90 percent.

•	 Even most of the so-called exotic financial instru-
ments that gained notoriety during the 2008 crisis, 
such as the CDSs, the CDOs, and the SIVs, were 
developed by commercial banks. At least as early as 
1991, federal regulators considered new regulations 
for these instruments.

•	 Blaming the shadow banks for the turmoil during 
the 2008 financial crisis is highly misleading because 
commercial banks were heavily involved with com-
mercial paper, repos, securitization, and MMFs.

•	 None of this shadow banking activity took place 
in the shadows. Almost all of it took place directly 
through either a commercial bank or an affiliate of a 
Federal Reserve–regulated bank holding company. 
It unequivocally occurred in the purview of federal 
banking regulators. Indeed, it could have occurred 
only with their explicit blessing.

•	 Even though it may be difficult to believe given 
the pervasiveness of the conventional story about 
the 2008 crisis, many prime MMFs gained assets 
around the time of the Lehman failure and the 
Reserve Primary Fund’s breaking of the buck.
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•	 Empirical evidence shows that declines in the ABCP 
market negatively affected commercial banks but 
that those losses did not transfer to outside investors.

•	 Even if government guarantee programs can have a 
positive effect on stability during a crisis, such gov-
ernment intervention also can have negative effects, 
including some that are not immediately recognized 
during the crisis, such as a long-term shift away 
from providing capital to private businesses.

•	 Evidence suggests that regulatory policies designed 
to minimize the probability of runs on prime MMFs 
would do little to mitigate a broader financial crisis.

•	 The conventional story of the 2008 crisis essentially 
ignores all the economic and financial problems that 
surfaced in 2006 and 2007. It one-sidedly attributes 
credit market difficulties to a handful of events in 
2008, such as Lehman’s failure or the run on the 
Reserve Primary Fund.

•	 The evidence suggests that Reserve Primary Fund 
shareholders—and other prime MMF investors—
redeemed shares because of the economic and 
financial problems, as well as the confusing gov-
ernment interventions, that occurred leading up to 
September 2008. That is, these investors reacted to 
market turmoil; they did not cause it.

•	 The supposed success of the federal interven-
tions during the 2008 crisis ignores, among other 
things, the piecemeal fashion in which the federal 
government escalated its efforts after previous inter-
ventions had failed to end the turmoil.

•	 Of the more than 800 MMFs that existed at the end 
of 2007, only one broke the buck during the crisis, 
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and the Reserve Primary Fund’s shareholders ulti-
mately received more than $0.98 cents on the dol-
lar. In contrast, the FDIC’s TAG program provided 
unlimited insurance for $1.4 trillion in deposits, but 
140 banks failed in 2009, 160 failed in 2010, and 
an additional 108 failed between January 2011 and 
March 2012.

•	 On March 18, 2020, the Federal Reserve created 
the MMLF. This new facility was designed to pur-
chase commercial paper from MMFs to enhance 
“overall market functioning and credit provision to 
the broader economy.” If helping MMFs shed their 
commercial paper is beneficial to the broader econ-
omy, the fact that MMFs reduced their holdings on 
their own, prior to the creation of the MMLF, could 
not also have been a cause or amplifier of stress.
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