
 

 

!
 

 

 

The$Emergence$of$Systemic$Risk!!
As#a#Pathology)of)Monetary)Government!

!
Dr. Onur Özgöde 

 



 

 

 

Table&of&Contents 

INTRODUCTION) 1!

PART)I:)THE)BIRTH)OF)THE)AGGREGATIONIST)REGULATORY)REGIME) 6!

PART)II:)FINANCIAL)EMERGENCY)MITIGATION)STRATEGY) 11!

SECTION)1:)FUNDAMENTAL)REAPPRAISAL)OF)THE)DISCOUNT)WINDOW) 12!
SECTION)2:)TWO)TACTICS)OF)EMERGENCY)MITIGATION:)CONTAINMENT)&)LIQUIDATION) 14!

PART)III:)THE)EMERGENCE)OF)SYSTEMIC)RISK) 16!
SECTION)1:)SYSTEMIC)RISK)AS)AN)EPISTEMIC)CATEGORY)OF)FINANCIAL)EMERGENCY) 17!
SECTION)2:)SYSTEMIC)RISK)AS)AN)ONTOLOGICAL)CATEGORY)OF)FINANCIAL)PATHOLOGY) 20!
THE!LATIN!AMERICAN!DEBT!CRISIS!&!THE!INVENTION!OF!VULNERABILITY!REDUCTION! 20!
THE!DISCOVERY!OF!SYSTEMIC!RISK!IN!PAYMENT!&!SETTLEMENT!NETWORKS! 22!
THE!!STOCK!MARKET!CRASH!OF!1987!AND!THE!OECD!AD!HOC!GROUP!STUDY!ON!SECURITIES!MARKETS! 27!

PART)IV:)GOVERNING)SYSTEMIC)RISK) 30!

SECTION)1:)REINTENSIFYING)THE)DISTRIBUTED)RISK)MANAGEMENT)APPARATUS) 31!
SECTION)2:)REFORMING)THE)FINANCIAL)EMERGENCY)MITIGATION)STRATEGY) 37!
SECTION)3:)REDUCING)SYSTEMIC)RISK) 44!

CONCLUDING)REMARKS) 50!

WORKS)CITED) 62!

APPENDIX) 68!

 



 

 

Abstract& &

This paper traces the construction of systemic financial risk as a pathology of monetary 
government of the economy between the mid-1960s and the 1980s as well as the subsequent 
efforts on the part of the Federal Reserve to manage this governmental problem at a distance. 
The conventional accounts of the US economic governance construed this history as a transition 
from Keynesianism to neoliberalism, conceiving the issue in terms of the amount of government, 
i.e. more versus less state. Instead, this paper focuses on the shifts in the constitution of the 
objects of government, as well as the invention and subsequent redeployment of certain 
techniques and problems. Thereby, it shows that what has been often characterized as “financial 
deregulation” can be best understood as the byproduct of a decision on the part of a coalition of 
former New Dealer, Keynesian and monetarist policymakers in the late 1950s to govern the 
economy with the monetary apparatus. Because such a task required transforming the financial 
system into a vital and leveraged credit infrastructure, these experts sought to replace the Glass-
Steagall regulatory regime with an aggregationist one. This regime rested on the assumption that 
financial crises could be managed through a dual strategy of risk management within the firm 
and the mitigation of “general liquidity crises” by the Fed. In the face of a series of “limited 
liquidity crises” in short-term lending markets in the 1970s, however, the Fed modified this 
strategy with a financial emergency lending program that targeted failing systemically important 
financial firms and markets. As this program created its own pathologies in the form of “moral 
hazard,” the Fed spent the last four decades reforming the aggregationist strategy. Consequently, 
this reiterative problem solving process resulted not only in more intense and precise forms and 
techniques of intervention, but in new governmental entities as well. The institution of systemic 
risk regulation regime under the Dodd-Frank Act of 2010, thus, symbolizes the final cycle in this 
process of reforming monetary government so that the Fed can continue to govern the economy, 
as well as systemic risk, at a distance.  
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Introduction&

“The only analogy that I can think of for the failure of a major international institution of great 

size,” asserted Federal Reserve Governor John LaWare in his 1991 congressional testimony, “is 

a meltdown of a nuclear generating plant like Chernobyl.” Defending the Fed’s so-called “too 

big to fail” policies in the course of the Latin American debt and U.S. Savings and Loan Crises of 

the 1980s, LaWare warned legislators that suspending the Fed’s emergency powers of rescuing 

failing banks that pose “systemic risks” to the financial system would have been a grave mistake. 

Without such powers, after all, it would have been virtually impossible to mitigate future crises.i 

This plea raises the question of how the Fed came to govern the sector most closely associated 

with capitalism contrary to the most fundamental principle of political liberalism—private risk-

private reward—and thereby took on the role of protecting the circuit of credit in finance at any 

cost. The key to solving this puzzle lies in grasping 1) how the monetary government of the 

economy reconstituted the catastrophe risk in the economy as systemic risk, and 2) how the 

subsequent efforts to govern this governmental problem at a distance intensified it even further. 

The architects of monetary government identified systemic risk as a negative feedback loop 

between the financial system and the economy, potentially transforming random disruptions in 

short-term lending markets into catastrophic depressions. Because these markets occupied a 

systemically important position within the credit circuit, these experts, whom I call monetary 

nominalists, managed the failure of financial firms and market infrastructures in these markets 

within an emergency mitigation strategy. Since its establishment in 1970, this strategy sought to 

mitigate the spread of liquidity crises in these markets to the rest of the system. 

This paper makes four contributions to the study of economic governance. First, it disrupts the 

conventional accounts that (mis)construe this history as an epochal transition from Keynesianism 
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to neoliberalism. These accounts are rooted in a dominant way of thinking about, and a 

historiography of, economic governance which conceive the issue, both implicitly and explicitly, 

in terms of the amount of government, with an initial expansion (in the New Deal), followed by a 

contraction (under neoliberalism).ii From this perspective, the Fed no longer intervenes in the 

economy and just lets financial markets operate and allocate capital on their own.iii 

As an alternative, this paper argues that monetary government, i.e. the phenomenon of governing 

the economy from the Fed with monetary policy instruments, was the intended consequence of 

an emerging consensus among three groups of policy entrepreneurs and experts, former New 

Dealer macro-substantivists and fiscal and monetary nominalists,iv in the 1950s, as opposed to 

that of an ideological and/or theoretical clash between Keynesians and Monetarists. Since the 

1920s, as part of a broader reiterative problem-solving process, fiscal nominalists, macro-

substantivists and their predecessors, Hooverian sectoral substantivists, had been trying to 

resolve one of the most fundamental dilemmas of political liberal capitalism, i.e. minimizing the 

catastrophe risk of a depression without restricting economic activity and growth.v Within this 

process, the fiscal apparatus was assembled by fiscal nominalists to balance the depression-

inducing structural imbalances of the economy by intervening in the nominal income flows and 

stocks with fiscal instruments. Witnessing the breakdown of the discretionary policy arm of this 

apparatus in the 1950s, these actors found in the monetary apparatus a form of intervention that 

was not only much more flexible and precise, but also, and most importantly, reversible.vi Given 

the underperformance of the economy in terms of growth, the monetary apparatus had to be 

turned into the primary instrument of macroeconomic government. 

Second, the paper shows that the historical process that has ended with the repeal of the Glass 

Steagall Act in 1999 should be construed as the re-regulation of the financial sector as opposed 
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to “deregulation”. A critical aspect of the decision to implement monetary government was the 

unanimous agreement to replace the Glass-Steagall regime with what I call the aggregationist 

risk regulation regime. This regime consisted of two governmental strategies, financial 

emergency preparedness and mitigation. Assuming the catastrophe risk in the system to be 

tantamount to the aggregate of all the risks carried by financial firms, emergency preparedness 

strategy deployed a distributed risk management mechanism. Operating at the scale of the firm, 

this mechanism sought to balance the norm of efficient allocation of capital within the firm 

against the risk of a catastrophic failure. The mitigation strategy functioned as a security 

mechanism to contain the liquidity crises the firms could not manage on their own.  

Monetary government posed policymakers a new dilemma. On the one hand, it depended on the 

ability of the financial system to allocate capital efficiently, which in turn required the free flow 

of capital in the system. Furthermore, capital was scarce, and Glass-Steagall distorted capital 

(re)allocation in the system. On the other hand, if these restrictions were to be lifted, ensuing 

financial speculation and excessive risk-taking could have morphed the catastrophe risk in the 

economy into a financial imbalance that could have caused another Great Depression. The 

blueprints of the aggregationist regime, thus, were drawn as a solution to this conundrum, and the 

dis-assemblage of Glass-Steagall was only one aspect of this solution. 

Third, the paper locates the birth of systemic risk in the reconstitution of the financial system as a 

hybrid governmental entity that is fully part of neither the economy nor the state. The ability to 

influence real economic activity, particularly growth,  necessitated the reformatting of the system 

as a leveraged credit infrastructure capable of functioning as a guided monetary policy 

transmission mechanism. The implication was the reconstitution of the system as a critical 

infrastructure that was vital for not only the functioning of the economy, but also its government. 
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Such a system, however, would have to be heavily dependent on the undisrupted supply of 

operational liquidity by short-term lending markets. As dis-assemblage of Glass-Steagall would 

enhance risk appetite, these markets would encourage the adoption of a leveraged business 

model. Despite being fully aware this would render the financial system highly vulnerable to 

what policymakers came to call “limited liquidity crises” in these markets, monetary nominalists 

considered this a necessary evil for the economy to reach its full growth potential. 

Fourth and finally, the paper argues that the decisive transition in the history of US economic 

government took place with the institution of the systemic risk regulation regime under the 

Dodd-Frank Act of 2010. Leveraging the crisis as a systemic event on the onset of the financial 

crisis of 2008, an emerging systemic fraction within the monetary nominalist policymaking 

establishment persuaded legislators that the aggregationist regime in general and the emergency 

mitigation strategy in particular had reached its limits and thus systemic risk had become a threat 

to the future of macroeconomic government. Under the leadership of the Treasury Secretary 

Timothy Geithner, these experts argued that if policymakers were to continue governing the 

economy, as well as systemic risk, with the monetary apparatus at a distance, the vulnerability of 

the financial system has to be first reduced. 

Toward this end, this new regulatory regime, which is intended to function along side its 

aggregationist counterpart, deploys a governmental strategy that I term “vulnerability reduction.” 

Framing systemic risk as an inherent and structural feature of the financial system, vulnerability 

reduction seeks to proactively reduce vulnerability ex ante, instead of mitigating liquidity crises 

ex post facto. Within this strategy, vulnerability is seen as a product of systemic 

interdependencies between different parts of the system. Utilizing systemic analysis tools such as 

network analysis and stress testing, it maps out the system as a financial network, composed of a 
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complex web of interdependent financial flows and nodes, and seeks to identify the nodes critical 

for the stability of the system. The financial firms, markets and market infrastructures that 

occupy these nodes are designated as “systemically important” and are declared zones of 

exception. Policymakers, in turn, are given extraordinary powers to enhance the resilience of 

these nodes. The irony of this strategy is that all these intrusive interventions are made to avoid a 

return to the heavy-handed regulations of Glass-Steagall. The vulnerability reduction strategy, 

therefore, operates on a governmental logic that is too intrusive to be neoliberal and yet too 

cautious and restricted to be fully interventionist. 

More importantly, recourse to such a substantivist strategy signifies a major rupture in the 

decades old nominalist project to govern the economy at the level of nominal flows with 

aggregate macroeconomic indicators at a distance. The nominalist project rested on the 

assumption that the economy could be governed without a systemic knowledge infrastructure 

representing the substantive structure of the economy. This development, however, marks the 

return of a substantivist form of expertise concerned with the structure and pattern of material 

flows, reintroducing to the domain of macroeconomic government systemic-substantivist 

techniques that were developed in the Cold War defense mobilization agencies in the domain of 

national security. Having been banished from the domain of macroeconomic government in the 

mid-1940s,vii the re-adoption of these techniques symbolizes the remapping of the substantivist 

systemic elements that have been suppressed by both fiscal and monetary nominalists onto a 

financial ontology in the form of vulnerability reduction. Systemic risk regulation, thus, 

rearticulates monetary government with systemic tools in a substantive form.  

The paper first analyzes the blueprints of the aggregationist regime, drawn by the Commission 

on Monetary and Credit in the late 1950s. Part II examines the framing of “limited liquidity 
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crisis” in short-term lending markets as a new source of catastrophe risk and the establishment of 

the emergency mitigation strategy. Part III traces the assemblage of systemic risk. Part IV 

focuses on the reforms in the aggregationist regime to render systemic risk manageable. Part IV 

focuses on the reforms in the aggregationist regime to render systemic risk manageable as well 

as the implementation of vulnerability reduction as a response to the failure of these reforms.  

Part&I:&The&Birth&of&the&Aggregationist&Regulatory&Regime&

Monetary nominalism was formulated in the 1940s by a coalition of experts from the National 

Bureau of Economic Research (NBER) and the Committee for Economic Development (CED). 

Under the leadership of Arthur Burns and Herbert Stein, these experts sought to reprogram the 

monetary apparatus so that the Fed could govern the economy by controlling what they 

considered to be the most vital economic flow, i.e. money. They conceived money as having a 

pervasive influence on economic activityviii and reframed the economy as a monetary object that 

could be governed with monetary tools at a distance.ix 

For the rise of monetary nominalism, however, three critical developments had to take place in 

the early 1970s. First, Nixon administration turned the Fed into the primary locus of economic 

government and appointed Burns as the new Chairman.x Then, Burns instituted a financial 

emergency lending program to mitigate liquidity crises. Finally, Nixon created a President’s 

Commission on Financial Structure and Regulation as a sequel to the 1950s’ Commission on 

Money and Credit (CMC). The Commission, featuring Alan Greenspan, reaffirmed CMC’s 

conclusion to dismantle Glass Steagall and launched a decade long congressional struggle, 

resulting in a series of legislations that repealed Glass Steagall between 1980 and 1999.  

Under the Eisenhower administration’s initiative, CMC undertook the most extensive 
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examination of the structure of the financial system and the monetary policy instruments since 

the creation of the Fed in 1913. The administration was motivated by two factors: the failure of 

the Fed to restrain inflation and the doubts that the structure of the financial system was suitable 

to finance growth.xi In this sense, CMC was a direct attack on Glass Steagall. CMC’s final 

report, issued in 1961, concluded that unless the fiscal apparatus was reprogrammed, the function 

of discretionary policy would have to be transferred to a reformed monetary apparatus.  

CMC brought together the nation’s leading fiscal and monetary nominalist as well as the New 

Deal substantivists. CMC’s format was determined by CED’s research director Stein. NBER’s 

Burns and Morris Copeland were on the selection committee. The Executive Board was 

composed of a group of financiers, former policymakers, and representatives of the liberal 

establishment and operated around task forces. The task force on monetary policy consisted of 

Marriner Eccles, former Fed Chairman; New Dealer Beardsley Ruml, former NY Fed President 

and a founding member of CED; and David Rockefeller, Vice-Chairman of Chase. Not 

surprisingly the group was dominated by Eccles who had effectively recreated the Fed in 1935. 

The task force on money’s relation to inflation and growth was assigned to Isador Lubin, the 

former Commissioner of Labor Statistics. Theodore Yntema, then Vice-President of Ford Motor 

Company, led the group on financial regulation. While the advisory board consisted of fiscal and 

monetary nominalists such as Jacob Viner, Gerhard Colm and Paul Samuelson, the research was 

conducted by monetarists, most notably Milton Friedman, Allan Meltzer, and Clark Warburton.xii 

At the heart of CMC’s recommendations was a tension in the programming of the financial 

system as a vital sector. On the one hand, capital was scarce and had to be allocated efficiently. 

On the other hand, the system had to be regulated to protect the money supply “against a sharp 

drop caused by widespread bank failures.” In this respect, New Deal banking reforms were a step 
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in the right direction. The preceding regime had focused only on the “liquidity and solvency of 

individual institutions,” trying to ensure small investors that banks were prudently managed and 

well capitalized.xiii CMC recognized the shortcomings of this regime and applauded the New 

Deal reforms for “protect[ing] the liquidity and solvency of the system” in the face of “general 

economic distress rather than mismanagement.”xiv  

CMC argued that Glass Steagall, however, was a step in the wrong direction as it had lowered 

the system’s efficiency and distorted capital allocation.xv This was most visible in access to 

credit. Geographic restrictions had “limited interregional flows” and put smaller communities at 

a disadvantage. Moreover, the growing share of new types of financial firms, such as credit 

unions and investment banks, was a sign that the system was capable of adapting to a static, 

suppressive regime. Glass Steagall, thus, had hindered growth without providing added 

security.xvi 

The second reason for CMC’s critique was related to its agenda for deploying monetary policy to 

manage long-term growth.xvii Monetary policy could have “induce[d] economic growth by 

supporting a monetary climate” in which the banking system facilitated the growth of money 

supply by expanding credit.xviii Especially in the area of discretionary policy, the shift in 

emphasis from fiscal to monetary apparatus was a necessity. CMC’s review of both instruments 

revealed the growing consensus that fiscal policy was an inappropriate discretionary tool due to 

its powerful and blunt nature under circumstances short of a depression.xix Monetary policy was 

superior, because it was flexible, precise, and reversible.xx However, if monetary apparatus were 

to be deployed for managing growth, the effectiveness of monetary instruments, particularly 

open market operations and discount policy, had to be enhanced.xxi  

In addition, the financial sector also had to be reformatted, since finance was a vital 
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infrastructure of capital formation and allocation. Not only did money flows accumulate as 

money stocks, i.e. savings, but also the flow of money was channeled to parts of the economy 

that could use capital in the most productive way. The system, thus, was a monetary policy 

transmission mechanism that functioned as an extension of the monetary apparatus. And if 

monetary policy was to be effective, private institutions had to contribute to this process.xxii By 

gradually removing restrictions on financial activity, CMC hoped financial firms would take 

advantage of communication and calculative technologies and adapt to the new environment of 

freedom. As ensuing competition would enhance the efficiency of credit allocation, the system’s 

ability to allocate capital would also increase.xxiii CMC was effectively proposing to reformat the 

financial sector by letting the system reconstitute itself.  

Thus, it is misleading to call this reformatting “deregulation.”xxiv From a genealogical 

perspective, CMC’s proposal should be construed as a call for unweaving Glass Steagall’s risk 

suppression elements. Monetary nominalists proposed this as a response to the fiscal apparatus’s 

inability to facilitate recovery and growth in underdeveloped and depressed parts of the 

economy. CMC blamed Glass Steagall for the inability of the financial sector to effectively 

allocate funds to these parts of the economy. As a solution, it proposed to replace Glass 

Steagall’s suppressive tendencies with an aggregationist regime, which combined the pre-

depression prudential regime that focused on the safety and soundness of individual institutions 

with the system-focused measures that were introduced in the Banking Act of 1935. As a 

recombinatorial moment, this involved strengthening prudential regulations as well as the Fed’s 

emergency lending function.xxv  

The aggregationist regime was composed of two strategies. Distributed emergency preparedness 

depended on the ability of individual institutions to manage their risks. Prudential regulation 
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would induce “financial management to make their own provisions against illiquidity and 

insolvency in the normal course of events.”xxvi This proposal led to the system-wide 

institutionalization of risk management in the firm. The central concern was to ensure that a 

failure did not pose a systemic threat.xxvii The emergency mitigation dimension rested on a 

revitalized discount window that provided temporary emergency credit directly to firms.xxviii  

In light of CMC’s emphasis on emergency preparedness, there remains one intriguing question: 

Given the absence of bank failures since the 1930s, why put so much emphasis on the possibility 

of an economic catastrophe? (See Graph 1 in the appendix.) I argue that in the 1950s, 

policymakers were still under the spell of the Great Depression and therefore took the risk of the 

recurrence of such an event very seriously. CMC pointed out that “automatic stabilizers have 

already greatly reduced our vulnerability to downward cumulative processes.” This, however, 

did not mean that “there [was not the] danger that the decline [in income would not] lead to a 

cumulative downward spiral.”xxix Given the emerging consensus at the time that bank failures 

had greatly exasperated the depression, nominalists knew very well that dismantling Glass-

Steagall carried the risk of financial crises. In the absence of risk-taking, however, sluggish 

economic growth could not have been overcome. If the economy were to reach its optimal 

growth potential, such a risk had to be taken by encouraging suboptimal parts of the financial 

system to take more risk. This was why CMC pondered how to mitigate financial crises at a time 

when there were no such events. In a sense, they were aware that growth necessitated a less risk-

averse and more leveraged system. Since this would increase the risk of depression-inducing 

financial catastrophes, the aggregationist regime was conceived as a response to this conundrum 

of balancing the risk of a financial catastrophe against the need for enhancing growth.  

As explained in the rest of this paper, this new regime, however, did not just govern a preexisting 
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risk. It has also set the course for a growth strategy relying on risk-taking and financial 

speculation. Paving the way for a leveraged financial system, dependent on short-term lending 

markets for operational liquidity,xxx the interventions of policymakers in liquidity crises has 

encouraged the system to reformat itself in such a way that the system became more leveraged, 

more dependent on short-term liquidity, and less risk-averse. The result was the birth of systemic 

risk as the pathology of monetary government.  

Part&II:&Financial&Emergency&Mitigation&Strategy&

Arthur Burns’s most important legacy at the Fed was the institution of the emergency lending 

program in 1970.xxxi The program’s objective was to protect the financial system from financial 

catastrophes, particularly limited liquidity crises in short-term lending markets, and its 

introduction prepared the ground for the problematization of systemic risk.xxxii In administering 

it, policymakers were confronted with a governmental problem that came to be called “too 

interconnected to fail,” i.e. the failure of one firm in these markets to cause a destabilizing chain 

reaction. By the mid-1980s, the program’s architects identified systemic risk as the fourth target 

of macroeconomic intervention, in addition to inflation, growth, and unemployment.  

The establishment of the program was a response to the credit crunch of 1966, the worst liquidity 

crisis to date in the postwar period. This event was a vivid demonstration that the nominalist 

growth project was reaching its limits.xxxiii The Fed responded to a sudden upsurge in inflation in 

1965 with a steep increase in bank reserve requirements. This precipitated a severe liquidity 

crisis in money and capital markets.xxxiv The lending program, thus was a solution to the 

conundrum of deploying monetary policy without damaging the financial sector.xxxv 

The intellectual origins of the program lied in Burns’s conceptualization of the economy as a 
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vulnerable object. In a 1968 article on the business cycle, he noted that if one were to “look 

beneath the surface of aggregate economic activity,” one would find a complex and imbalanced 

economy. Thus,  it was inevitable for “some imbalance […] to occur” between factors of 

production. It was extremely difficult to detect these imbalances, and worse their bursting 

produced destabilizing “fluctuations that [were] widely diffused throughout the economy.”xxxvi 

The issue was whether fluctuations would turn into depressions. In theory, this was not supposed 

to happen. In practice, however, one was faced with the uncertainty that a downward spiral might 

reach such a magnitude that “a decline in one sector reacts on another” and trigger a depression. 

A critical factor that increased this risk was “the organization of the financial system and its 

ability to withstand shocks.” He underscored that “[i]f the onset of the contraction is marked by a 

financial crisis or if one develops somewhat later, there is a substantial probability that the 

decline of aggregate activity will prove severe and perhaps abnormally long as well.”xxxvii To 

prevent this, one could either reduce the system’s vulnerability or mitigate emergencies. Until 

the onset of the financial crisis of 2008, the Fed followed the latter strategy.  

Section&1:&Fundamental&Reappraisal&of&the&Discount&Window&

The emergency lending program was the byproduct of a 1965 Fed study.xxxviii  The study’s 

primary goal was to improve the effectiveness of monetary policy as part of the nominalist 

project to enhance growth. Initially, the objective was limited to redesigning the discount 

window to improve the ability of banks to allocate credit. After the 1966 credit crunch, its 

purview was expanded to emergency credit assistance.  

The primary problem the study sought to address was the undersupply of credit to large parts of 

the country. According to the Committee, rural banks were reluctant to take risks because they 

could not diversify risk geographically. Lacking access to money markets for liquidity, they held 
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excessive liquid assets as a buffer against volatile swings in the outflow of deposits.xxxix As a 

result, they could provide only limited credit to their local communities. This situation was a 

critical issue as it hindered the “optimum performance of the banking system.”xl  

As a solution, the Committee proposed to utilize the window to provide reliable short-term 

funding to the system’s inefficient parts without jeopardizing monetary control.xli This would 

bolster stability as it would cushion the disruptive effects of aggressive open market operations 

undertaken by the Fed. Policymakers hoped this would encourage banks to make more loans at 

lower costs.xlii The window, thus, was seen as a way to unleash risk-taking in the system. 

The Committee’s call for using the window for emergency credit assistance signaled the rise of 

the Fed’s emergency mitigation strategy. The Fed was described for the first time as “the 

ultimate source of liquidity to the economy.” In “general or isolated emergency situations,” the 

window would serve as a supply of liquidity to member banks. Under extreme conditions, it would 

be used “to provide circumscribed credit assistance to a broader spectrum of financial 

institutions.”xliii This was a remarkable step as it implied that the Fed had come to see itself 

responsible for the wellbeing of the entire financial system.  

What was revolutionary about this proposal, however, was a categorical distinction between two 

types of financial emergency, general and limited liquidity crises—a distinction that was missing 

in CMC’s report. The Committee acknowledged the satisfactory status of open market operations 

as the principle means to ward off the former. These operations, however, were not suitable for 

limited crises in which individual or a group of institutions were distressed. The Committee 

warned that random asymmetrical events such as local calamities, management failures, 

unforeseen changes in economic conditions and the unexpected impact of policy changes could 

also adversely affect financial institutions, a financial substructure or even a sector of the 
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economy. If the Fed were to “play an effective role as ‘lender of last resort’,” it would have to 

develop a more precise intervention capability. The need for such a mechanism became more 

pressing as the credit crunch of 1966 had revealed the growing “interdependence and interaction 

among [financial] institutions.”xliv The Fed’s emergency lending program, therefore, was 

conceived as a response to the phenomenon of systemic interdependencies which came to form 

the conceptual basis of systemic risk in the 1980s.  

Section&2:&Two&Tactics&of&Emergency&Mitigation:&Containment&&&Liquidation&

The emergency lending program consisted of two tactics. Containment was utilized against 

sudden and unpreventable events that could create a liquidity crunch in systemically important 

markets. The program consisted of providing excess liquidity to affected parts of the system. The 

objective was to build a wall of liquidity by bolstering the reserves of affected banks and absorb 

the shock. Controlled liquidation was used for preventing the failure of systemically important 

financial firms and was reserved for cases in which the impact caused by the failure of one 

institution could not be contained. Because the Fed could not rescue an insolvent firm, the 

discount window was used to facilitate the merger of the failing firm with others. Both tactics 

presumed that the Fed had to protect the system from a financial catastrophe at any cost. 

The Fed activated the program when the Penn Central Railroad Company became insolvent in 

1970. Evaluating the situation, the Fed determined that Penn’s failure would destabilize the 

system.xlv According to Andrew Brimmer, a Fed governor who played a key role in the decision, 

this assessment was based on the realization that the company had a sizable presence in the 

commercial paper segment of the money market. This market was critical for economic stability 

as it was the main source of liquidity for commercial and industrial companies. The company’s 

failure, thus, could have triggered a limited liquidity crisis with severe consequences.xlvi   
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Because Penn was not qualified for a direct loan, the Fed lent to commercial banks instead.xlvii 

The rationale behind this was the prediction that if the market froze, commercial banks would be 

the only source of short-term credit for nonfinancial companies. Reinforced with informal 

contacts between the Fed and relevant banks, the discount window lending acted as a de facto 

government guarantee on the bank loans to nonfinancial companies. This preemptive 

intervention would bolster bank reserves and boost banks’ likelihood of lending at cheaper rates. 

Thereby, it would ease the strain on bank credit and prevent a disruption in the credit circuit, 

facilitating the continued flow of credit into the economy.xlviii 

The second tactic centered on ensuring the orderly liquidation of a failing firm to prevent a chain 

reaction. This tactic was deployed in the cases of the Franklin National Bank (1974) and the 

Continental Illinois Bank (1984).xlix This tactic often involved supplementary financing by other 

banks at the Fed’s request. The objective was to delay the failure until the bank could either 

merge with another firm or be wound down by the Federal Deposit Insurance Corporation. A 

merger muted the threat, and a delayed liquidation would ensure the shock to be absorbed in the 

least damaging way, since postponing bankruptcy diminished the failure’s impact on the system. 

Thus, the goal was to prevent the failure from morphing into a systemic event.  

Writing in 1976, Brimmer defended the Fed on the grounds of what one would today call 

systemic risk. According to Brimmer, to grasp the decision to lend to a bank whose failure was 

almost certain, one had to conceive the Fed’s lender of last resort function “beyond the simple 

conception of the Federal Reserve as a lender to member banks in distress.” The lending program 

was an essential part of the Fed’s “fundamental responsibility for the health and functioning of 

the financial system as a whole.” Because both banks were part of a “[h]ighly developed network 

of banking relationships which constitute the domestic and international money markets,” the 
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failures posed a grave risk to the national and international financial systems. The goal, thus, was 

not to bailout failing companies, but to protect other financial institutions participating in what 

was considered to be a critical market. 

The Fed’s diagnosis of the risks posed by the failure of Franklin and Continental was critical for 

the problematization of systemic risk in two ways. First, the emergency lending program 

implicitly assumed that short-term lending markets were critical for the system. Protecting these 

markets would increase the efficiency of the allocation of savings into productive uses, allowing 

banks to loan out their excess deposits. Thereby, it would cheapen credit and promote growth. 

This growth strategy, however, brought with it a new source of vulnerability as banks came to 

depend on easy access to short-term liquidity, making the system more susceptible to a credit 

freeze. Second, the program also facilitated the formation of new interdependencies in the 

system in the form of an extended debit-liability network. This network was what made possible 

the failure of a bank to trigger a chain reaction, causing a credit crunch for the entire system. 

Part&III:&The&Emergence&of&Systemic&Risk&

Monetary nominalists reframed the problem of limited liquidity crises as “systemic risk” 

between the mid-1970s and the late 1980s. In its inception, these actors assembled this framing 

as an epistemic category of financial emergency. Remapping fiscal nominalist’s problematization 

of depressions in terms of “deflationary spirals” onto finance, they argued that limited liquidity 

crises could trigger such spirals in the form of a series of bank defaults, spreading from short-

term lending markets to the rest of the financial system. While they initially deployed metaphors 

such as “domino effect” and “chain reaction” to legitimize their emergency actions in such 

situations to legislators, eventually they settled on the term, systemic risk, as a stable framing to 

communicate with non-experts. This discursive tactic was designed to depict a random and 
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temporary situation of absolute indeterminacy in which the only rational course of action 

available to policymakers for preventing a potential catastrophe was to intervene in the system in 

ways that could be possible only if  the basic principle of private risk-private reward was 

suspended. Under the assumption that such events were the occasional consequences of a 

transitional period in the structural transformation of the financial system, they insisted on seeing 

it as a temporary problem, which would be resolved as the system’s ability to manage and 

distribute risk improved. In the 1980s, however, an emergent systemic fraction within monetary 

nominalism reframed systemic risk as an ontological category of financial pathology. This 

alternative framing problematized systemic risk as a structural and, thus, permanent property of 

the system. Opening up the possibility for the structural vulnerability of the system to be reduced 

ex ante, this new framing formed the conceptual basis of the new systemic risk regulation regime. 

Section&1:&Systemic&Risk&as&an&Epistemic&Category&of&Financial&Emergency&

This section focuses on the 1975 New York City default and the 1980 Hunt Brothers’ silver 

market panic to examine the framing of systemic risk as a category of financial emergency. 

Unable to access the municipal debt market, state and city officials appealed to the Ford 

administration for a rescue package in September. They argued that the bankruptcy would have a 

catastrophic effect on the banking system, “trigger[ing] a long line of falling dominoes.”l By the 

end of the month, the issue had become an international one as German Chancellor Helmut 

Schmidt and French President Giscard d’Estaing warned Ford about the impact of the default on 

the international financial system. Pointing to the failure of Herstatt Bank and Franklin in 1974, 

Schmidt argued the default would have a “domino effect, striking other world financial centers.”li 

At a congressional hearing in late October, Burns warned Congress against a financial panic. 

NYC’s problems had already spread to the State’s finances, and other state and local 
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governments were affected as securities dealers and underwriters were reducing their exposure to 

municipal bonds. The adverse effects of uncertainty were also beginning to strain many financial 

institutions holding municipal securities as collateral.lii Confident of the Fed’s ability to contain 

the impact of the default, he told Congress that the Fed was ready to lend commercial banks 

freely and purchase government securities through open market operations.liii 

At the hearings, New York State Superintendent of Banks, John Heimann, deployed the narrative 

device of absolute indeterminacy to equate the situation to an emergency.liv He highlighted that 

only Merlin with “an unclouded crystal ball” could determine the impact of the default in an 

interdependent society such as the US. Raising the issue of “whether the risk in permitting this 

default [… was] worth taking,” he noted the answer depended on what was at stake: “is it the 

whole system by which we finance state and local governments? Or is it the capital structure of 

the free world?” Since exact stakes could not be known, he argued the worst had to be assumed.lv 

The administration’s views changed in mid-November after a Fed study that revealed the extent 

of the vulnerability of New York’s large money center banks. While a small portion of the 

banking system had a sizable exposure to a potential default, the city and state securities held by 

the largest eleven banks amounted to nearly 30 percent of their capital. The main source of 

concern was the possibility of a limited liquidity crisis.lvi The decision to rescue NYC, therefore, 

was made based on the finding that the event posed a threat to a critical market. 

The significance of the framing of systemic risk as an emergency became further clear in the 

hearings on the Hunt brothers episode. The hearings featured Paul Volcker, Fed Chairman, and 

Heimann, now Comptroller of the Currency. Starting in the early 1970s, the Hunt brothers, heirs 

to a multibillion oil empire, invested heavily in silver futures markets.lvii In 1980, fearing the 

formation of a bubble, the Exchange imposed restrictions on silver trading, resulting in a sharp 
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fall in prices. This situation put securities brokerage firms that had extended credit to the Hunts 

and other speculators in a difficult position. As prices plunged, these firms found themselves on 

the brink of bankruptcy.lviii Realizing the systemic consequences of this event, Volcker 

persuaded a consortium of banks to lend to the Hunts.lix  

At the hearings, Volcker and Heimann defended their actions on the basis of two terms, “chain 

reaction” and “systemic risk.” According to Volcker, Hunts’ bankruptcy would have “trigger[ed] 

massive liquidation of silver positions to the peril of all creditor institutions, and indirectly 

placing in jeopardy the customers and creditors of those institutions in a financial chain 

reaction.” (Emphasis added.) Volcker argued that “the potential vulnerability of banks and other 

intermediaries” to such an event required the Fed to intervene to prevent “severe financial 

disturbances.” According to Heimann, there was a potential risk that Hunts’ settlement 

difficulties could have affected the banking system indirectly, posing “systemic risks.”lx For the 

first time an actor was construing the threat with a succinct term as opposed to convoluted 

metaphors such as “domino effect” and “chain reaction.” Systemic risk, thus, was invented as a 

discursive strategy, allowing policymakers to efficiently convey the rationale behind their rescue 

operations to politicians and the public for the next three decades.  

The question that remains is why both actors cautioned against regulating futures markets in the 

hearings. The answer lies in their diagnosis of the crisis and the role they attributed to future 

markets. According to Heimann, the episode was the result of “extreme speculative 

manipulation.” Therefore, the events were the result of a deviation from the norm of ideal market 

arrangements and financial conduct. This meant that the recurrence of such events could be 

minimized by enhancing market discipline. He pointed out that restrictions would “significantly 

impede the ability of the [futures] market to function efficiently.” This would be a grave mistake, 
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since these markets fulfilled “entirely appropriate roles of providing liquidity and translating or 

limiting risk.”lxi Thus, systemic risk in its inception was coined as the signifier of the dangers of 

an extraordinary and yet controllable situation. Both actors implicitly argued that derivative 

markets lowered aggregate risks in the system. In the face of limited crises, the Fed could act as a 

crisis manager and mitigate the emergency.lxii 

Section&2:&Systemic&Risk&as&an&Ontological&Category&of&Financial&Pathology&&

Systemic risk was reframed as a financial pathology in three areas in the 1980s. On the onset of 

the Latin American debt crisis, William Cline, a policy economist at the Institute of International 

Economics, problematized it as the structural vulnerability of the banking system. Then, a group 

of policymakers at the Fed conceptualized it as a property of the large-value payment and 

settlement systems. Finally, experts at the Organization for Economic Cooperation and 

Development (OECD) framed it as an irreducible form of financial risk that could be borne by 

any firm. While the former two attempts resulted in the first attempts to reduce the vulnerability 

of the system, OECD’s problematization became the basis of the contemporary understanding of 

systemic risk as a sui generis financial pathology.  

The&Latin&American&Debt&Crisis&&&the&Invention&of&Vulnerability&Reduction&

When the crisis erupted in August 1982, Cline had already warned about the prospects of such an 

event and developed a policy framework to analyze it. This framework was a direct attack on the 

way in which the Fed managed systemic risk. Cline saw two critical weaknesses in the 

aggregationist regime. The first was the regime’s exclusive focus on the national scale. Despite 

the global nature of previous crises, policymakers continued to mitigate financial emergencies 

within national arrangements.lxiii As a result, when the crisis broke out, there was no mechanism 

to mitigate it at the international scale. The second weakness was the assumption that systemic 
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risk could be mitigated and thus managed. In this instance, however, the magnitude of the threat 

was so large that the impact of the shock on the system could not be mitigated. Ideally, the Fed 

should have reduced the vulnerability of the system in advance. By the time the crisis began to 

unfold in the summer of 1982, however, Cline argued that it was too late to pursue this strategy 

since an attempt to reduce vulnerability would have catastrophic consequences.  

As an alternative, Cline argued that the threat had to be first stopped so that the system’s 

vulnerability could be gradually reduced. Toward this end, he devised a hybrid mitigation tactic 

that welded containment with liquidation. The International Monetary Fund would lend to 

insolvent states in order to delay the impact of a default on the US banks. This plan was adopted 

in the Baker Plan in the mid-1980s, giving the Fed the time to reduce the system’s 

vulnerability.lxiv 

In his 1984 International Debt: Systemic Risk and Policy Response, Cline used the term 

“systemic risk” to highlight the threat of sovereign default.lxv In this book, Cline developed a 

systemic risk assessment framework based on two interrelated concepts, interdependence and 

vulnerability. To evaluate “systemic vulnerability” of the banking system, Cline designed an 

analytical technique that came to be called stress testing. The first part of the analysis involved 

testing whether a debtor would default under adverse scenarios. Under the base scenario of stable 

macroeconomic conditions, Cline’s model did not predict any problems. However, under two 

adverse scenarios in which an oil price shock was introduced, his model indicated a high 

likelihood of default for Brazil and Mexico, the two largest holders of debt to the US banking 

system.lxvi The second part of Cline’s analysis consisted of assessing the system’s vulnerability to 

a default at a given aggregate magnitude. To measure vulnerability, he developed three 

indicators, the size of debt, the debt exposure of banks, and leverage.lxvii While the nine largest 
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US banks, including Continental, had an exposure of 227.7 percent of their capital to these 

countries in 1981, 80 percent of this exposure was to Brazil and Mexico. The damage a default 

would cause would be multiplied several-fold due to the highly leveraged capital structure of 

banks. A default, therefore, was likely to wipe out one-fifth of the large banks’ capital, cause 

major liquidity problems, and leave some insolvent.lxviii  

Based on these results, Cline called for reducing the system’s vulnerability. He pointed out that 

“[a]nalysis of financial crisis is something like analysis of strategic defense.” The system’s first 

line of defense was emergency lending and deposit insurance. However, since banks were so 

large, this mechanism might not have been enough. As an alternative, he proposed to reduce the 

system’s vulnerability. Even if “the probability of a crisis may be low,” pointed out Cline, “the 

costs that can result from its occurrence are so large that the expected cost (probability times 

cost) is considerable.” Thus, whatever its costs may be, reducing systemic risk was justified.lxix  

Cline’s framing of the debt crisis was a formative moment in systemic risk’s emergence. The 

significance of his analysis was the formulation of systemic risk as a structural property of the 

banking system. Systemic risk was not just a temporary situation of emergency as Heimann 

thought; rather it was a permanent state of systemic vulnerability. To confront this problem, one 

needed more than emergency mitigation. The individual attributes of financial firms had to be 

reformed. While the institution of the Basel Accords after the crisis was a response to this 

problem, these reforms essentially reintensified the aggregationist logic of the distributed risk 

management apparatus, as opposed to reducing structural vulnerability in a systemic fashion. 

The&Discovery&of&Systemic&Risk&in&Payment&&&Settlement&Networks&

The first systemic vulnerability reduction effort was made to reduce systemic risk in large-value 

payment and settlement (LVPS) systems. Starting with the late 1970s, policymakers began to 
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consider LVPS systems to be a critical financial infrastructure. As the reliance of financial firms 

on these systems for closing transactions initiated in short-term lending markets surged, 

monetary nominalists began to consider the security of these systems to be critical for the 

stability of the system. A 1984 Fed study on the settlement risks in these systems facilitated the 

Fed to conceive systemic risk as stemming from structural interdependencies in short-term 

lending markets. The study served as the basis of a reform initiative to enhance the resilience of  

LVPS systems under NY Fed President Gerald Corrigan’s leadership. As the first systemic effort 

to reduce vulnerability, this episode marked the rebirth of systemic risk as a structural property 

of the financial system. 

Policymakers discerned the existence of systemic risk in payment systems in the early 1980s. 

According to Vice President of the Cleveland Fed, Edward Stevens, this concern was 

precipitated by the realization that there had been an astronomic rise in both the volume and 

value of payments in these systems since the early 1970s.lxx Such risks were particularly acute in 

the Clearing House Interbank Payments System (CHIPS), which was, and still is, the nation’s 

largest LVPS system along with the Fed’s FedWire.lxxi In contrast to FedWire, which operated 

on a real-time gross settlement (RTGS) regime, CHIPS depended on a settlement regime of 

deferred net settlement (DNS). While DNS systems were less costly and more efficient, they 

were more vulnerable to a settlement failure that could morph into systemic risk.lxxii Since the 

Fed had a responsibility to “protect the resilience of the banking system to an unexpected 

settlement failure,” it had to manage such systemic risks even if they were in a private 

system.lxxiii This structural bind, hence, is key to understanding why the Fed finally came to 

adopt vulnerability reduction as an alternative strategy to govern systemic risk.  

The reason DNS systems contained systemic risk was due to three factors. First, in such regimes 
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there existed a temporal gap between a transaction and its settlement. Second, payments in this 

regime were provisional, meaning that the payer may decide not to finalize the payment by the 

time settlement took place. Third, because these regimes worked on a netting basis, as opposed 

to the gross settlement principle, the failure of one firm to settle could have disrupted other 

settlements. Because participants were sequentially interdependent in such systems, an isolated 

failure could have resulted in a cascade of settlement failures. Consequently, such risks could 

rapidly morph into “counterparty risk” and result in the “vulnerability of many banks directly or 

indirectly to a single counterparty’s failure to settle.” Such a domino effect would result in 

“systemic risk” and inflict significant damage on the system.lxxiv  

Stevens was disconcerted by the growing prominence of CHIPS.lxxv A change in CHIPS 

settlement rules to reduce settlement risk had increased systemic risk. This was a significant 

breakthrough as he recognized that an attempt to reduce one type of idiosyncratic risk could 

increase systemic risk.lxxvi The implication of this subtle distinction was that systemic risk was 

not simply a situation precipitated by the realization of other risks. It was a structural property of 

the payment regime that could be reduced or increased depending on institutional 

arrangements.lxxvii  

The challenge facing policymakers like Stevens was a paradoxical one. While they were 

convinced of the existence of systemic risks in payment systems, in the absence of a systemic 

event it was not possible to prove such a truth-claim. The only way to prove it was to conduct 

what Mary Morgan has called a “virtual experiment” in the form of a simulation.lxxviii In contrast 

to the discursive performances of policymakers in front of legislators, simulations offered 

policymakers a way to manufacture an array of potential realities against which one could assess 

the consequences of one’s actions, or inactions of that matter. This was done for the first time by 
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the Chief of the Financial Studies Section of the Fed’s Research Division, David Humphrey, 

circa 1984. Humphrey, a collaborator of Stevens, undertook three simulations of a failure in 

CHIPS. The analysis demonstrated the possible effects of a settlement failure by a large settling 

participant in the payments system.lxxix In the first two simulations, all payments to and from the 

“failing” firm were removed and the positions of all other institutions participating in the 

settlement system were calculated for pre- and post-failure. The third simulation demonstrated 

the effects of the failure of a second large participant triggered by the primary failure. The 

conclusion was that the failure of a major bank to settle could have disruptive effects on nearly 

half of the participants and one third of the value of the transactions.  

According to Humphrey, the “degree of systemic risk” a default posed was correlated with two 

factors. (Emphasis mine) First, the source and the nature of “the shock […] determine[d] the 

context in which the default occur[ed].” As the suddenness and unexpectedness of a shock 

increased, the vulnerability of the system increased since institutions with an exposure to the 

default would have less time to reduce their exposures. Second, the impact of the shock 

depended on the number of affected institutions, the magnitude of their exposure, and the size of 

the failing institution.lxxx  

The significance of Humphrey’s findings was not limited to illustrating the existence of systemic 

risk in CHIPS. They also revealed the extent to which the financial system had become a hybrid 

entity that was simultaneously part of both the state and the economy. Because the banks that 

relied on CHIPS were also the participants of FedWire, the Fed’s solvency was also under risk. 

This revelation coincided with a growing concern in the Fed regarding the increasing reliance of 

banks on daylight overdrafts in FedWire.lxxxi This was alarming because in FedWire the Fed was 

tacitly the insurer of all settlement failures. The irony of this situation was that if the Fed was to 
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reduce systemic risk in these systems, i.e. purify their status as part of the state or the economy, it 

would have to be involved in their operation even further. 

This double-bind signified that the Fed was trapped in a structural position that necessitated 

subsidizing the cost of liquidity for banks for the sake of ensuring the resilience of the system. A 

1987 Task Force on Controlling Payment System Risk pointed out that while it could 

singlehandedly reduce, or even eliminate, the vulnerability of the FedWire and protect itself from 

credit risk, such a move would result in increasing systemic risk in CHIPS.lxxxii As a solution, the 

Task Force proposed to charge a penalty price for overdrafts just like the discount window. This 

would lower systemic risk in CHIPS by correcting the mispricing of credit risk in the 

market.lxxxiii The first attempt to reduce the vulnerability of the system, thus, was undertaken for 

the Fed to free itself from this structural position in the mid-1980s.lxxxiv 

In Stevens and Humphrey’s analyses, two critical elements of systemic risk were absent: 

liquidity gridlocks and “too-interconnected-to-fail” problem. Building on Humphrey in the mid-

2000s, a new generation of systemic experts analyzed these problems with the help of network 

and agent-based models.lxxxv An exemplar of this effort was the work undertaken by Fed experts 

Morten Bech and Kimmo Soramäki. First, they showed that RTGS regimes were not devoid of 

systemic risk as their predecessors assumed. While the likelihood of cascading failures was low 

in such regimes, they were prone to liquidity gridlocks.lxxxvi Second, they reconceptualized 

systemic risk as a problem of structural interdependency within a financial network.lxxxvii From 

this perspective, certain nodes within the system were seen as systemically important. Modeling 

transactions in FedWire as network topology, they demonstrated that small but highly 

interconnected firms could become a source of systemic risk. Their simulation of the system’s 

response to the September 11 attacks revealed that the network structure underlying the system 
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had become more fragile in the wake of the attacks. The increase in the fragility of the system 

not only enhanced the criticality of these nodes, but also transform non-critical nodes into critical 

ones. This process, in turn, accentuated the vulnerability of the system. A distressed system, 

therefore, was highly prone to systemic events that could be triggered by the collapse of any firm 

occupying a critical node, regardless of its size.lxxxviii  

The implication of these two sets of interventions was daunting. First and foremost, RTGS 

regime-based systems could pose a systemic risk to the system in the absence of an initial failure. 

Unless settlement systems were monitored on a real-time basis, liquidity crunches could result in 

the collapse of perfectly solvent, but illiquid scores of banks and even segments of an entire 

market. Systemic risk, therefore, was not only a property of the system. It was also an imminent 

threat that could easily be triggered at all times. As Heimann pointed out in 1975, it was a 

phenomenon of absolute indeterminacy and yet it was not a temporary state due to market 

imperfections. It was a structural property of both RTGS and DNS regimes. Regardless of which 

settlement regime policymakers preferred, one could not eradicate systemic risk. In either world, 

central bank had to play the role of an emergency responder to contain systemic risk. Second, the 

implication of the 9/11 simulations was that the Fed’s role as the lender of last resort to the 

system had to be recast. In addition to preventing the failure of systemically important firms, the 

Fed had to take on the responsibility to jump-start the system and get banks to begin lending and 

settling again. Only such a proactive approach would reduce the system’s vulnerability under 

extreme distress. In both instances, the Fed had to adopt the role of monitoring and managing 

liquidity in the system, which required a recalibration of the discount window.  

The&&Stock&Market&Crash&of&1987&and&the&OECD&Ad&Hoc&Group&Study&on&Securities&Markets&

The 1987 stock market crash was a watershed for monetary nominalists such as Alan Greenspan 
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as it revealed that sophisticated and efficient markets could collapse and pose a threat to the 

system. This event also revealed that seemingly unrelated markets were actually interconnected, 

thereby transmitting disturbances to parts of the system thought to be isolated. Furthermore, the 

speed at which the events unfolded raised questions as to the adequacy of emergency mitigation. 

In light of these unsettling conclusions, experts spent the next decade pondering what systemic 

risk was and how to govern it. 

The President’s Working Group on Financial Markets, formed in 1988 to investigate the crash, 

elevated systemic risk to the heights of top level policy agenda. In addition to Greenspan, the 

group consisted of the nation’s chief financial policymakers and regulators.lxxxix In the next two 

decades, it was used as a body that was convened to manage domestic and international financial 

emergencies. 

The Working Group’s 1988 final report established the central policy objective as reducing 

systemic risk. This assertion was based on the conclusion that stock, options and futures markets 

had become interlinked. As a result, they allowed the rapid spread of financial distresses.xc The 

group objected to the calls for banning or restricting certain trading strategies to deal with this 

problem. It warned that “undo[ing] the changes in financial markets or market strategies brought 

by improvements in telecommunications and computer technology” was “unrealistic and perhaps 

counterproductive.” As an alternative, it proposed to strengthen the financial infrastructure to 

enhance the resilience of “vital linkages within credit markets.” It advocated improvements in 

the operations of such systems, the institution of a “circuit-breaker” mechanism across all 

markets, and to review capital adequacy of financial firms. These reforms would enhance the 

ability of the credit, payment, and settlement systems to withstand “extraordinary large market 

declines” and allow policymakers to mitigate the emergency.xci  



 

 29 

Despite its call for reducing systemic risk, the Working Group failed to define this concept. The 

first attempt was made in 1989 by the OECD Ad Hoc Group of Experts on Securities Markets, 

which brought together central bankers from developed countries to investigate the crash from a 

global perspective.xcii Deciding to approach the issue through the lens of systemic risk, the task 

of defining the term fell on Sean O’Connor, an economist from the Bank of Canada. According 

to O’Connor, the concept was “still very fuzzy.” He noted that “most discussions focused on the 

principle outcome—contagion leading to a sequence of defaults on settlement obligations.” The 

group instead decided to focus on “underlying structural and behavioral causes for systemic risk 

within the financial infrastructure arrangements for ‘securities’ markets and between securities 

and other financial asset markets.” The objective was to illuminate the interdependencies 

between different markets and the credit-liability networks that linked these markets.xciii 

In a 1989 report, O’Connor provided the definition of systemic risk that became the basis of the 

Dodd-Frank Act of 2010. According to O’Connor, systemic risks were system-wide financial 

risks that could not be borne by financial actors and therefore could not be managed by them. 

The issue, therefore, was not the mismanagement of risk by individual firms or the devices with 

which such risks were managed. The challenge was the fact that these instruments allowed the 

transmission of abnormal “shocks throughout the financial system via a network of market 

interrelationships” that connected firms in different parts of the system. As a result, actors were 

exposed to risks that were not visible to them.  

This meant that a theory such as efficient-markets hypothesis could not have addressed the 

problem as it focused only on informational efficiency under normal conditions. Instead, the 

relevant issue was “operational efficiency” of markets under stress. The behavior of the system 

under abnormal conditions, in turn, depended on the institutional and structural arrangements of 
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markets. Systemic risk, thus, was produced by  

the externalities associated with [factors such as] broad and deep market interdependencies, 
inefficient transaction system related to order processing, execution, clearing and settlement, 
information content and distribution problems regarding market prices, and inappropriate 
regulation or enforcement. 

From a regulatory standpoint, framing of systemic risk as a multi-dimensional set of externalities 

meant that regulating such risks posed a unique challenge. O’Connor underscored that it was not 

possible to eliminate systemic risk altogether because such an attempt would result in an 

infeasible market arrangement. Therefore, the task of regulation should have been to control and 

manage systemic risk. One could try either “to manage this risk under the existing arrangements 

or […] alter the market arrangements to reduce the risk or re-allocate it in a more desirable 

fashion.” Regardless of which route policymakers took, they would still face such risks, because, 

as O’Connor put it, “[c]hange the regulations and the systemic risk [would also] change.”xciv  

Part&IV:&Governing&Systemic&Risk&

The 1980s was a decade of extreme financial instability out of which systemic risk emerged as a 

central category of macroeconomic government. (See Graph 2 in the appendix.) Under fiscal and 

monetary nominalism, economic government was primarily concerned with the relationship 

between aggregate macroeconomic variables, such as GDP, inflation and quantity of money. The 

advantage of this approach was to enable policymakers to filter out the substance of the 

economic activity one governed and focus on the macroeconomic environment. Systemic events 

of the 1980s, however, disrupted the faith in the ability of policymakers to filter out the 

substantive. Each event highlighted a new dimension of the system’s vulnerability and revealed 

that markets might behave in unexpected ways, posing systemic risks. In light of these 

experiences the question of how to manage systemic risk haunted policymakers over the next 

two decades. The initial response was to intensify the aggregationist regime so that the overflow 



 

 31 

could be stopped. This involved enhancing its distributed risk management mechanism and 

rethinking the emergency mitigation. Only after these reforms ran their course in the wake of the 

crisis of 2008, a new regulatory regime, vulnerability reduction, was established to complement 

the aggregationist regime. The objective of this new regime was to preempt the overflow by 

reducing vulnerability of the system to shocks in advance. Vulnerability, thus, was elevated to 

the status of a central macroeconomic indicator, serving as a proxy for systemic risk. 

Section&1:&Reintensifying&the&Distributed&Risk&Management&Apparatus&

The main objective behind the reintensification of the distributed risk management apparatus was 

to enhance the resilience of the banking system. In the spirit of aggregationism, the Fed sought to 

reduce the probability of the failure of firms by enhancing their resilience to shocks on an 

individual basis. The primary instrument chosen for this purpose was capital adequacy 

requirements (CARs) that were set up by the Basel Committee on Bank Supervision.xcv CARs 

were first introduced as the main pillar of the Basel Capital Accords in 1988. The Accords 

assumed financial risk to be a multifaceted phenomenon that could be categorized into risk 

buckets representing certain risk attributes. Until the late 2000s, the implicit assumption behind 

the Accords was that systemic risk was the byproduct of idiosyncratic risks such as credit and 

market risk. Only in the wake of the crisis did the Accords recognized systemic risk as a product 

of interdependencies embodied within the system, and not a feature of individual institutions. 

The decision to implement CARs was a strategic response to a dilemma facing the Fed in the 

early 1980s. The Fed was confronted with a crisis in the distributed risk management regulation 

arm of the aggregationist regime. As monetary nominalists intended, the average capital ratios of 

the banking system had been declining since the early 1960s, indicating the willingness of banks 

to take more risks and lend less stringently.xcvi Speaking at a House Banking and Finance 
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Committee hearing on capital requirements in 1987, Volcker stated that this trend had reached a 

worrisome point by the early 1980s. Faced with intense competition with other international 

institutions, the profit margins of large banks came under pressure while trying to expand their 

overseas loans. The situation was worsened by growing domestic competition and the 

deregulation of interest rate ceilings in 1980. Regulators were alarmed by the increased risks in 

the banking system. Highlighting the shock absorption function of bank capital, Volcker pointed 

out that the situation was disconcerting due to “capital’s role as a buffer to absorb unexpected 

losses.” Since “the likelihood of bank failures” was correlated with capitalization, eroding capital 

levels were a threat to the system in the long run. For the banks to “fulfill [their] strategic role 

[…] in our economic and financial system,” stated Volcker, the banking system had to remain 

strong, competitive and profitable.xcvii Regulators introduced formal capital guidelines in 1981 as 

an initial remedy. For the first time these guidelines set numerical minimum capital requirements 

in the form of a simple ratio of primary capital to total assets.xcviii This would serve as a floor on 

the degree to which the system could take on more leverage without posing a vulnerability for 

the system.xcix  

According to Volcker, while this intervention was successful at raising the average ratio to a 

level well above the mandatory minimum, it led to two unexpected distortions.c The first was the 

creation of an incentive on the part of banks to increasingly rely on new financing and hedging 

techniques to move costly exposures off their balance sheets, leading to invisible liabilities not 

factored in the ratios. The second issue was more challenging since it was a design defect. 

Because standards failed to take into account the differences between asset classes in terms of 

liquidity and riskiness, they encouraged banks to shift the weight of their portfolios to illiquid, 

higher-risk assets, magnifying the system’s vulnerability.ci The solution to this looping effect 
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was the development of risk-adjusted capital ratios.cii 

This new framework was developed under New York Fed President Gerald Corrigan’s initiative 

as part of the project to replace Glass-Steagall with the aggregationist regime. Corrigan believed 

the system was undergoing a revolutionary change due to financial and technological innovation. 

The issue was how to respond to this change. Ruling out two obvious alternatives, reregulation 

and deregulation, as infeasible and undesirable, he advocated a third alternative: intentionally 

letting the boundaries set up under Glass-Steagall to blur while continuing to treat the financial 

sector, especially banking, as a special sector in the economy.ciii This meant that the system 

would continue to be protected by the Fed’s emergency lending program. In addition, the 

distributed risk management apparatus was going to be reconstituted as a supervisory 

surveillance mechanism centered around risk-adjusted CARs.  

According to Corrigan, CARs were intended to play an essential role in boosting confidence in 

the system at a time of assumed fragility due to increased “degree of operational, liquidity and 

credit interdependency.” The reason for implementing standards was not only psychological, but 

structural as well. Given the increasing temporal and spatial complexity of markets, regulators 

were witnessing the emergence of a system that accrued mega credit exposures and were 

realizing that these exposures were becoming increasingly interconnected through an “intricate 

web of interdependencies.” The purpose of CARs, thus, was to strengthen the system structurally 

without undermining its ability to serve a vital credit-supply infrastructure for the economy.civ   

CARs were defined as the ratio of bank capital to the total risk-weighted assets.cv Bank capital 

was divided into Tier 1 (core) and Tier 2 (supplementary). Core capital included only the most 

liquid assets, and supplementary capital covered other liquid assets.cvi Assets were classified into 

five risk categories with weights ranging from zero to one hundred percent. While assets 
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assumed to be risk-free, such as cash and developed country debt, were assigned a factor of zero, 

“high risk” assets, such as claims on private sector debt, were given a factor of one.cvii  

The Basel Committee initiated the work for extending CARs to market risk under Corrigan’s 

chairmanship in the early 1990s. Having witnessed the across the board collapse in asset prices 

during the 1987 crash, Corrigan was cautious about the nature of the new system. Addressing 

international regulators in 1992, he noted that their central concern should be the astronomical 

growth of off-balance sheet activities relying on derivatives and not the inter-linkages produced 

by them. Ironically, these risk management devices had resulted in the accumulation of new 

pockets of risk, and only a few banks had the capacity to manage them. Corrigan urged supervisors 

to “operate on the assumption that systemic risk may be greater” in the future.cviii The problem, 

thus, was not the interdependencies, but accumulation of risk in opaque corners of the system. 

After joining Goldman Sachs as its chairman in 1994, he spent the next two decades organizing 

reform initiatives to remedy this situation by providing more information to actors against 

counterparty risk.cix In contrast to vulnerability reduction strategy, this initiative rested on the 

assumption that with more transparency and information, systemic risk could be eradicated. 

In 1996, CARs were modified to account for market risk facilitated by idiosyncratic risks such as 

interest rate risk and asset price volatility. The Accords mandated the use of a risk management 

technique called value-at-risk (VaR), which monitored the probability of a sizable loss a firm 

might incur at any given time.cx Resting on a normal distribution of events, VaR was an indicator 

of normal loss, since the likelihood of a catastrophic event taking place in a normal distribution 

was negligible. Thus, VaR was a tool that was designed to be used on a daily basis to manage 

firms’ operations under normal market conditions. 

The task of preparing the firm for abnormal shocks was delegated to stress testing. The objective 
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of this technique was to anticipate firms’ vulnerability to exceptionally low probability but 

plausible events that posed the risk of a catastrophic loss. This allowed firms to “evaluate the 

capacity of [their] capital to absorb” shocks. This was done by two types of scenario analyses, 

historical and hypothetical. In the former, risk managers would establish the historical 

relationship between macroeconomic variables such as GDP and their impact on the company’s 

portfolio. Then one would develop scenarios based on historical periods of “significant 

disturbance” such as the 1987 crash. Finally, one would simulate the effects of such adverse 

conditions on the bank’s portfolio were simulated. This was done by plugging in the stress 

scenarios and the characteristics of bank’s portfolios into the models built on historical data. In 

the hypothetical scenario, one would formulate plausible events and test their effects on the price 

characteristics of the bank’s portfolio. This could be done in the form of either individual risk 

factors, such as a spike in oil prices or interest rates, or comprehensive catastrophe scenarios.cxi  

The deployment of stress testing within the framework of augmented Basel Accords in the mid-

1990s was novel in two ways. First, in contrast to VaR and trading models, they focused on 

situations in which prices were expected to behave in a non-linear fashion. Second, rather than 

relying on normal distribution, they modeled these events in the form of non-normal statistical 

distribution models with power laws, also known as “fat tails.”  

Contrary to the claims of the critics of financial modeling, the problem with bank risk 

management was not technical, but political economic.cxii CARs were designed to promote a safe 

financial structure that incentivized long-term and liquid loans. What was novel about this 

approach was the reconceptualization of bank capital as a stockpile that contained assets with 

varying risk qualities. These stocks were supposed to function as shock absorbers composed of 

assets with varying degrees of absorption capacity. This capacity, in turn, depended on the 
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degree to which one could design the composition of the capital base so that the stress induced 

on capital from its environment could be minimized relative to the system-wide distress. In this 

sense, building a resilient capital base was a matter of preventing the overflow of the boundary 

that separated a firm’s environment and the inside of the stockpile holding its capital.  

This, however, was a costly undertaking. The relevant question, therefore, was not whether this 

could be done, but to what point were firms willing to bear such costs. A case in point was 

Goldman Sachs. Robert Rubin, the company’s former Chairman, noted that the firm made a 

conscious decision to exclude systemic risks from its risk management parameters.cxiii As long as 

firms like Goldman avoided preparing for systemic events, the only option available to 

policymakers was to reduce such risks proactively. This necessarily involved intervening in the 

day-to-day trading decisions of firms considered to be systemically important like Goldman.  

The Accords took this step on the onset of the 2008 crisis. The revised Accords, issued in 2010, 

finally acknowledged the importance of addressing systemic risk head on. In coordination with 

the US policymakers, the Basel Committee began to reconsider not only the nature and 

composition of the shock-absorbing stockpiles held by firms, but also their size. The Committee, 

however, did not simply try to re-intensify CARs. Instead, it reconfigured the conceptual 

foundations of the Accords by introducing two entities as the new loci of the supervisory 

apparatus, “systemically important banks” and “interconnectedness.” The Accords pointed to the 

“excessive interconnectedness among systemically important banks” (SIBs) for facilitating the 

crisis as this financial ontology allowed the transmission of “shocks across the financial system 

and the economy.” For this, the Accords proposed reducing leverage, as Cline had called for in 

the early 1980s, and enhancing CARs for SIBs.cxiv Now, the central logic of the Accords was 

systemic vulnerability and not aggregate financial risk.  
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This was a critical step in the emergence of systemic risk regulation in the sense that before the 

crisis aggregationist fraction of monetary nominalism had insisted that interconnectedness in 

itself was not undesirable. In the thinking of aggregationists such as Corrigan and Greenspan, the 

problem was framed as market failure due to insufficient transparency in markets and inadequate 

risk management in the firm. While they acknowledged the existence of network 

interdependencies, they chose to nurture these interdependencies. They considered the system’s 

tendency to become increasingly more complex to be not only desirable but also inevitable. 

Instead, they emphasized the need for better risk management, especially in the area of 

counterparty risk, and more transparency and information.  

Once the power balance tipped in favor of the systemic fraction, now interconnectedness could 

be framed as the causal factor behind systemic risk. Within this framing, in order to sustain the 

resilience of the system, one had to ensure the resilience of the network structure of the financial 

flows. The reproblematization of resilience and hence systemic risk as a systemic property of the 

system, as opposed to that of individual institutions, meant that the primary objective of financial 

stability now was the identification of systemically critical nodes in the system. As illustrated 

above, before the crisis the concept of criticality and the existence of SIBs were intelligible to 

policymakers. However, they determined whether a firm was systemically important or not only 

ad hoc within the temporality of an emergency. In the post-crisis period, this temporality was 

reconfigured. Under the new Basel Accord as well as the systemic risk regulation regime, the 

elements that constituted the Fed’s emergency mitigation strategy were recombined into a 

vulnerability reduction strategy to be deployed in an ordinary, i.e. non-emergency, temporal mode.  

Section&2:&Reforming&the&Financial&Emergency&Mitigation&Strategy&

In the wake of the 1987 crash, the Fed adopted systemic risk as a central governmental problem. 
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The first call to govern systemic risk came from former Fed Governor Andrew Brimmer in 1988. 

Speaking at the Joint Session of the American Economic Association and the Society of 

Government Economists, he underscored that the financial system was “so vital to the economy” 

that the Fed had to accept “responsibility in the containment of risks which threaten to disrupt the 

fabric of the financial system.” He pointed out that this would “extend[…] well beyond the more 

narrowly defined tasks of controlling the growth rates of the monetary aggregates or influencing 

the level and structure of interest rates.” For Brimmer, managing systemic risk entailed the Fed 

“fulfilling its strategic role as the ultimate source of liquidity in the economy at large.” Pointing 

to the crises of the 1980s, he alluded to the need for protecting critical markets and payment and 

settlement systems. The implication was that the classical lender of last resort (LLR) function, 

limiting lending to solvent banks, had to be adapted to the needs of a modern system. In this 

regard, the Fed had to use LLR “to undertake a tactical rescue of individual banks and segments 

of capital market” as their failure “pose[d] unacceptable systemic risks.”cxv  

NY Fed President Gerald Corrigan and Fed Governor John LaWare shared Brimmer’s 

perspective. At a series of congressional hearings on the emergency lending program in the early 

1990s, they defended the Fed’s role as a crisis manager. Both actors argued that financial 

institutions were ontologically distinct from nonfinancial commercial entities.  

According to Corrigan, what distinguished finance from ordinary commerce was systemic risk. 

Finance was highly prone to contagion effects as “problems in financial institutions can quickly 

be transmitted to other institutions or markets, thereby inflicting damage on those other 

institutions, their customers, and ultimately the economy.” Agreeing with Corrigan, LaWare 

stated that “[t]he only analogy that [he could] think of for the failure of a major international 

institution of great size [was] a meltdown of a nuclear generating plant like Chernobyl.”cxvi This 
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implied that the sector most closely associated with (free market) capitalism had to be governed 

contrary to the most basic principle of the free enterprise system, private risk-reward.  

As previously illustrated, the underlying reason behind this conviction was the decades-old 

governmental norm embedded within the policymaking community to protect the flow of money 

and credit at all cost. If the process of capital formation were to become a factor enhancing 

growth, it had to be leveraged, and a leveraged enterprise was by definition fragile. Unless 

policymakers gave up growth and returned to a low-leveraged system, they would have to 

guarantee, if not subsidize, the risks born by financial institutions.cxvii  

Fed officials were aware of the limits of emergency mitigation. In particular, controlled liquidation 

fostered moral hazard, encouraging imprudent behavior on the part of firms. To resolve this 

dilemma, Corrigan proposed to reinterpret LLR around a policy of “constructive ambiguity.”cxviii 

Under this approach, policymakers would refrain from specifying the criteria for emergency 

lending, leaving it uncertain whether they would intervene in a developing situation. Uncertainty, 

thus, served as a technique to reinforce market discipline under ordinary conditions.cxix The key 

to this was maintaining the illusion that market participants would not be rescued in a crisis. 

Members of the broader regulatory community, however, were not as certain as the Fed officials 

about what systemic risk was and how to manage it. As a step toward arriving at a consensus, the 

Office of the Comptroller of the Currency (OCC) convened a conference in 1994. At the 

conference, three perspectives were discussed. The first viewpoint was Anna Schwartz and 

Milton Friedman’s monetarist perspective, which provided the contrarian view against systemic 

risk. Because the monetarist view has remained marginal to this day, it is not covered here.cxx 

The second was the Fed’s perspective articulated by Frederic Mishkin, NY Fed Vice President 

and Research Director. Finally, the third view was OCC’s perspective presented by OCC 
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Research Director Philip Bartholomew. Mishkin’s perspective formed the basis of the Fed’s 

crisis management strategy for the next two decades and that of OCC served as the foundation of 

the Dodd-Frank Act. 

Like O’Connor, Bartholomew provided an operational view of systemic risk, defining it as “the 

likelihood of a sudden, usually unexpected, collapse of confidence in a significant portion of the 

banking or financial system with potentially large real economic effects.” Pointing to the 

structural limits of the Fed’s emergency mitigation strategy in terms of moral hazard, he 

advocated instituting “prompt corrective action” as a tool to reduce such risks. This instrument 

would allow policymakers to limit the risk exposures of firms and force them to take remedial 

action.cxxi Implicitly criticizing the Fed’s conceptualization of systemic risk as an emergency 

situation, he warned against conflating systemic risk and “the events by which that risk 

manifest[ed] itself.” Thus, for him systemic risk was an ontological category signifying an 

underlying sui generis financial pathology. 

For Bartholomew, systemic risk was composed of systemic events and risk. For an event to be 

systemic it had to affect “the functioning of the entire banking, financial, or economic system, 

rather than just one or a few institutions.” Whether an event was systemic depended on the 

magnitude and scope of the event’s impact. In short, such events were those that resulted in “a 

severe malfunctioning of the entire system.” Regardless of its source or how it was transmitted, 

any shock that caused a financial disturbance beyond an acceptable level was systemic.cxxii  

What set systemic risk apart from other abnormalities was the nature of the risk. In contrast to 

phenomena occurring in regular patterns such as the business cycle, systemic risk was 

characterized by stochastic, random events. To measure this risk Bartholomew proposed the 

variance in the distribution of aggregate loss as opposed to the mean. This was because one was 
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concerned with the impacts of infrequent, but highly destructive events as opposed to high 

frequency, low impact ones distributed around the mean. Thus, one could not use linear models 

in cases of extreme disturbance since the outcome of such events were nonlinear.cxxiii Finally, the 

objective should have been to reduce systemic risk to a point that is based on not just a financial 

stability criteria, but one that took into account broader social and economic costs.cxxiv 

Mishkin provided a perspective that focused on the role of information in emergency 

mitigation.cxxv For Mishkin markets were information processing technologies. Referencing 

Brimmer, he underlined that liquidity crunches in critical markets could have adverse effects on 

the economy. A breakdown in these markets would result in a series of information problems in 

the form of information asymmetries, crippling the ability of financial actors to process 

information. This would, in turn, hinder the system’s capacity to “channel funds to those who 

have the most productive investment opportunities.” Systemic risk, therefore, was the probability 

of “a sudden, usually unexpected, event that disrupts information” flows in critical markets.cxxvi  

For Mishkin, the Fed’s role as a crisis manager had to take on an entirely new dimension. 

Acknowledging that the emergency lending program was a source of moral hazard, he 

underlined the importance of relying on containment while keeping liquidation to a minimum. 

Yet he opposed the calls for abolishing the discount window on the grounds that it was the only 

tool for the Fed to remedy information asymmetries without causing an inflationary upsurge.cxxvii 

Furthermore, by lending to solvent banks, the Fed delegated the task of screening out borrowers 

not creditworthy to individual banks as they had extensive expertise in credit monitoring and 

information collection. Lending, however, had to be at a subsidy rate, below the banks’ loan 

interest rates in order to incentivize banks to borrow from the Fed and lend to creditworthy 

enterprises. According to Mishkin, containment, with a new focus on correcting information 
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asymmetries, would be sufficient in most cases to prevent the failure of a large financial 

institution from morphing into a catastrophe. cxxviii  As the 2008 crisis showed, refashioned 

containment tactic could only be used in a system resilient enough to withstand such shock. 

The failure of Long-Term Capital Management (LTCM) in 1998 and the financial crisis of 2008 

posed the most serious tests to Corrigan and Mishkin’s revamped emergency mitigation strategy. 

When confronted with the near-collapse of LTCM, a relatively small hedge fund, the Fed shied 

away from following Mishkin’s advice. Instead, NY Fed President William McDonough and 

Alan Greenspan deployed the controlled liquidation tactic, facilitating a rescue operation by a 

consortium of banks. The novelty of this case was the realization that a small, but highly 

leveraged firm could pose a threat to the system due to its high degree of interconnectedness. 

Thanks to its reliance on derivatives to manage its trading risks, LTCM was tightly linked to the 

nation’s largest banks that insured LTCM as counterparties. According to NY Fed’s Peter Fisher, 

who examined LTCM’s books on the onset of the collapse, the magnitude of the knock-on 

effects of the collapse was likely to be so high that the impact could not have been absorbed by 

the system. The risk, thus, was not simply a collapse in market prices. It was the possibility of a 

multiday seizure in the nation’s critically important markets due to extreme distress and volatility 

in prices and a collapse in trading volumes.cxxix In short, the Fed’s diagnosis was a combination 

of the problematizations of systemic risk that was put together by Brimmer and Mishkin. 

The second test took place on the onset of the 2008 crisis. The crisis marked the limit of this 

strategy as the Fed faced the risk of losing its illusionary grasp on the “constructive ambiguity.” 

In an emergency meeting in January, Fed Chairman Ben Bernanke conveyed his fear that a 

recessionary downturn, which he thought was very likely, “might morph into something more 

serious.” Just days before the Bear Sterns rescue on March 14, he noted that “[w]e are living in a 
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very special time.” Thus, the Bear Stearns rescue was engineered within the framework of 

financial vulnerability as instituted in the Fed by Burns in the 1970s. In the post-Bear Stearns 

world, NY Fed President Timothy Geithner communicated to the Committee his concerns 

regarding the situation the Fed found itself in on March 18. While he advocated the Fed to serve 

its role as a lender of last resort, he also underlined the challenge of “try[ing] to do something 

that doesn’t increase the incentives so that we become the counterparty to everybody.” He noted 

the Fed had to “make sure that [emergency lending is] a backstop, but not a backstop that’s so 

attractive that they come, and that’s going to be a very hard line to walk.”  

Against this background, the Fed’s inaction in the face of the Lehman failure should be seen as 

part of an emergency response strategy to sustain the illusion of “constructive ambiguity.” 

Letting Lehman fail was indeed a form of action that was based on a calculated decision on the 

part of the Fed. In the Committee meeting taking place the day after the bankruptcy, Boston Fed 

President, Eric Rosenberg underscored that “it’s too soon to know whether what we did with 

Lehman is right, but we took a calculated bet.” (Emphasis added.) Kansas City Fed President 

Thomas Hoenig’s comments also indicated that the rationale behind the Fed’s actions was 

disciplining the market. He said “what we did with Lehman was the right thing because we did 

have a market beginning to play the Treasury and us.”  

Like LTCM, Lehman was also a relatively small hedge fund. The only difference between the 

two was that in the latter the Fed could not discern the extent to which Lehman was intertwined 

within an interdependent network of counterparties. As Fed Vice Chairman Donald Kohn 

recently noted, the Fed could not detect the failure’s impact on the system because it did not have 

the capacity to comprehend the interdependencies within the system.cxxx  In the absence of such a 

knowledge form, the decision to let Lehman fail was a necessary step to maintain the illusion of 
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“constructive ambiguity.”cxxxi  

The outcome of this test was threefold. First, Corrigan and Mishkin’s fears were realized. The 

decision came at such a high price that both policymakers and market actors came to believe that 

no systemically important firm could be allowed to fail.cxxxii Second, once the panic ensued 

Mishkin’s information brokerage approach was put to use. While NY Fed experimented with the 

discount window to get actors to start lending to each other in the money market, Geithner 

initiated a stress testing program for the nation’s largest financial institutions to bridge the 

information gap and boost confidence in the solvency of these institutions.cxxxiii  Third, the crisis 

facilitated the emergence of a new regulatory regime to supplement the aggregationist regime. In 

congressional hearings on regulatory reform, House Financial Services Committee Chairman 

Barney Frank and Geithner framed the Lehman episode as a systemic event that paralyzed 

critical markets and brought the system to the brink of collapse. To enhance the resilience of the 

system, Geithner called for a new regime to reduce systemic risk.cxxxiv 

Section&3:&Reducing&Systemic&Risk&

Assuming that passed beyond a certain point systemic risk could not be managed, systemic risk 

regulation posited that vulnerability of the system had to be reduced first for it to be rendered 

governable. Toward this end, the Dodd Frank Act of 2010 created a vulnerability reduction 

apparatus, enabling regulators to identify and intervene in emerging vulnerabilities in ordinary 

times. A critical element of this apparatus is a knowledge infrastructure that acts as an interface 

between the state and the financial system, allowing experts to monitor both the inner workings 

of the financial system and its environment.cxxxv This infrastructure, termed Financial Stability 

Monitor (FSM), renders the matrix of risk exposures and interdependencies within the system 

visible. FSM represents the flow of funds and credit in the system in a horizontally disaggregated 
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form, illuminating the degree of interdependencies between different components of the system. 

Furthermore, the vulnerability reduction apparatus serves as an early warning system that 

continuously assesses emergent external and internal threats. This is a critical function as only 

against a range of plausible threats vulnerability can be detected, measured, and reduced. 

The vulnerability reduction apparatus is administered by the Fed and two newly created 

institutions, the Financial Stability Oversight Council (FSOC) and the Office of Financial 

Research (OFR). Replacing the President’s Working Group on Financial Markets, FSOC is the 

central body charged with coordinating the vulnerability reduction efforts. It is designed as a 

policy forum in which substantive issues are discussed and reform initiatives are undertaken. It is 

chaired by the Treasury Secretary and its membership includes the heads of all regulatory 

agencies, including the Fed Chairman. It is intended to function as a financial crisis management 

body in extraordinary times, coordinating emergency mitigation efforts. OFR, located in the 

Treasury, is the research and data processing arm of the apparatus and is staffed with financial 

engineers and economists specializing on systemic risk. It is equipped with subpoena power to 

collect proprietary information from any institution. Its purview is to maintain FSM as a 

statistical interface and to develop analytical tools for regulators to interact with it.  

FSM is intended for monitoring “vulnerabilities, typically exposed by shocks, that disrupt the 

functioning of the financial system and spread through it with adverse consequences for the 

economy.” According to OFR, FSM rests on a flexible financial stability framework which 

presumes that shocks cannot be prevented. Instead, FSM “focuses on vulnerabilities in the 

financial system.” Within this strategy, the objective is “to strengthen the financial system at its 

point of vulnerability” so that the system is “more resilient when shocks inevitably hit.” 

Vulnerabilities are conceived as “determinants of instability” that are exposed by shocks. In line 
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with the Basel Accords, FSM addresses six risks that manifest systemic risk: macroeconomic, 

market, credit, funding, liquidity, and contagion. In contrast to the institution-centric view of the 

Accords, these risks are evaluated in terms of the vulnerabilities they expose to the system. FSM 

categorizes these risks in two ways: (i) cyclical versus structural and (ii) internal versus external. 

According to OFR, the ways in which these risks interact with structural vulnerabilities “leave 

the financial system more susceptible to adverse shocks.”cxxxvi  

The tools OFR identified for analyzing vulnerabilities are very similar to those adopted in the 

Accords—balance sheet analysis, stress testing, financial market indicators and network analysis. 

OFR redeploys these tools at a systemic level to build “macro-financial models” that allow 

policymakers “to capture the complexity that stems from the interconnectedness of markets and 

institutions, feedback loops and other accelerants that may amplify an initial shock.”cxxxvii  

Simulation analyses based on these models, in turn, enable policymakers to identify 

vulnerabilities and reduce them by instituting reforms. 

The Act reconstitutes the Fed as a systemic risk regulator responsible for ensuring the resilience 

of critical nodes within the financial system. Its regulatory jurisdiction is extended to the entire 

system, and it is given the authority to regulate any systemically important financial institution 

(SIFI), market and financial instrument. It is tasked with identifying these entities and detecting 

emerging systemic risks. Toward this end, vast authority is granted to the Fed in deploying 

prompt corrective action measures on SIFIs to mitigate risks to financial stability.cxxxviii  Finally, 

the Fed is made responsible for the regulation of systemically important financial market utilities 

and infrastructure such as payment, clearing and settlement systems.cxxxix 

One approach to determine which firms are SIFIs is to combine network analysis with stress 

testing.cxl This approach conceives the system as a network composed of financial flows and 
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nodes. Firms and their financial transactions are modeled as nodes and flows constituting a 

network. Network analysis translates the infinite complexity of the real into the form of a 

network structure that can be used for analyzing the system’s interdependencies. The next step is 

to subject the network to stress tests to determine which nodes within the system are critical for 

the resilience of the network. Reducing the vulnerability, in turn, depends on strengthening the 

shock absorption capacity of these nodes by imposing enhanced prudential requirements such as 

heightened CARs or leverage limits. Finally, the same procedure is used to determine whether a 

firm poses a “network externality” to the system and if prompt corrective action should be 

deployed to prevent the formation of vulnerabilities in advance.cxli  

How does the new regime differ from its predecessors and how should its emergence be 

conceived? It is critical to recognize that the new regime does not replace the aggregationist 

regime but complements it. Furthermore, it contains elements of the previous regimes. Prompt 

corrective action was introduced in the 1930s as part of the New Deal financial reforms. As 

noted, however, it is deployed within the new regime for an entirely different purpose, to reduce 

the vulnerability of the network structure. Stress testing and network analysis were also in 

existence before the crisis. Stress testing was an essential aspect of the prudential arm of the 

aggregationist regime, and network analysis was adopted in the early 2000s to provide a better 

understanding of the knock-on effects of failing firms and liquidity crunches in critical markets 

and payment and settlements infrastructures such as money markets and the FedWire, the Fed’s 

large-value payment and settlement system. In this regard, the rise of the vulnerability reduction 

regime was the result of a recombinatorial process through which the elements of a former 

regime are extracted and inserted into a new regime to serve new functions. 

It is tempting to construe the rise of the new regime, especially the Fed’s new prompt corrective 
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action authority, as the return of the Glass Steagall regime’s suppressive strategy. Such a 

characterization, however, would be a mistake given the structural vulnerability approach 

previously described. In Glass Steagall, the suppression of risk was an end in itself and was 

applied at a systemic scale. Overall, risk-taking was shunned and banks were encouraged to hold 

excess liquidity. By no means is this the case in the new regime. Neither risk-taking nor leverage 

are shunned at large. To the contrary, the architects of Dodd Frank conceive the new regime as a 

way to prevent a return to Glass Steagall. In this sense, the new regime is a response to the 

challenge of limited liquidity crises that were identified by the 1965 Fed discount window study. 

The goal is to maintain a system that is willing to take risk, support speculation and lend to the 

real economy in countercyclical ways throughout the business cycle. The challenge is to 

reprogram the system in such a way that it is less vulnerable to limited liquidity crises, but at the 

same time can continue to lend at a socially and politically desirable rate. As demonstrated by 

the 2008 crisis, the monetary government of the economy is prone to depressions triggered by 

financial disruptions in short-term lending markets. Thus, unless the system’s vulnerability to 

limited liquidity crises are reduced, monetary government cannot be sustained.  

The new regime radically departs from its aggregationist counterpart. In the latter, the source of 

the system’s resilience was considered to be the product of three factors: the ability of financial 

institutions to manage their risks, the degree to which information on counterparty risk was 

available to firms, and the system’s flexibility. Vulnerability reduction regime modifies these 

conventions in three ways. It rests on the assumption that systemic risks posed by structural 

vulnerabilities cannot be accounted for by individual firms regardless of the sophistication of 

their risk management capabilities. In this vein, providing firms information on their risks is not 

an effective remedy against systemic risk. Most importantly, the assumption that the system’s 
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capacity to absorb shocks is correlated with the system’s flexibility in a linear fashion is 

problematized. While the new regime still maintains flexibility as a source of resilience, it 

proposes that this relationship is not linear. As Geithner underscored in 2006, the question is how 

the system would behave under extreme stress.cxlii In other words, would flexibility be a source 

of resilience or a source of vulnerability in the face of a catastrophic shock? The behavior of the 

system during the 2008 crisis suggests that flexibility may result in unanticipated and undesirable 

economic, social and political costs. The vulnerability reduction apparatus, therefore, is an 

important step toward accounting for the non-linear relationship between flexibility and 

resilience. While strengthening the financial infrastructure and critical markets will reduce the 

system’s structural vulnerabilities, it is hoped that enhancing the shock absorption capacity of 

systemically important firms will adjust flexibility to an optimal level.  

The most significant weakness of the new regime is the course of action regulators will take in 

response to financial innovation. While innovation is an important source of efficiency in the 

allocation of capital, it can also become a source of excessive flexibility. As an OFR financial 

engineer noted, innovation may lead to unexpected and undesirable outcomes.cxliii It is true that 

the new law requires regulators to identify systemically important financial instruments. Unless 

regulators can develop an ex ante approach to evaluate potential dangers of innovation, it may 

simply be too late by the time they classify new financial products as systemically important.  

Such an anticipatory approach has to venture into the uncharted dimension of financial system 

security, financial ethics. The new regime will likely to be modified with the introduction of a 

financial ethics supervision mechanism that will subject financial engineers to types of questions 

that have already been raised in other domains of innovation such as synthetic biology and 

weapons engineering. The primary question financial engineers and their firms have to answer is: 
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Should one create a product that will accrue medium term-profits despite increasing systemic 

risk?cxliv Whether financial ethics will be inserted into the new regime and how the conduct of 

financial engineers will be governed will determine whether the economy can be continued to be 

governed with the monetary apparatus and to what extent systemic risk can be tolerated.  

Concluding&Remarks&

This paper traced the emergence of systemic risk as the financial imbalance of the monetary 

economy of our present. The aggregationist faction of monetary nominalism problematized the 

catastrophe risk of the capitalist economy to be the financial imbalances that accumulate in the 

portfolios and loan-books of financial institutions. According to these actors, the accumulation of 

risk in the financial system poses a novel challenge to the government of the economy. Initially, 

monetary nominalists problematized this risk to be a purely monetary phenomenon that was 

realized with a collapse in the quantity of money circulating in the economy. In the 1960s, 

however, monetary nominalists came to consider financial crises to be the result of a collapse in 

the credit circuit due to limited liquidity crises in critical financial markets. From this 

perspective, in our financialized economy, financial crises are not a governmental problem just 

because they pose a threat to the money circuit. They are a problem because many aspects of 

collective life, including private enterprise, access to education and even social security, depend 

on the continuous, uninterrupted supply of liquidity in the form of credit flows. Thus, our 

economy is a credit economy as much as one of money.  

The challenge that vulnerability reduction regime addresses, therefore, is the task of protecting 

the credit circuit without suppressing it. The Dodd-Frank Act seeks to accomplish this by 

enhancing the resilience of the financial system without impeding on the flow of credit into the 

economy. This is a critical task because the Fed’s ability to govern the economy rests on the 
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capacity of the financial system to act as a policy transmission mechanism. Therefore, as long as 

we insist on the Fed to target and manage growth rate along with that of inflation and 

unemployment, the financial system will have to be treated as a critical infrastructure that is vital 

for the wellbeing and prosperity of the population.  

Whether vulnerability reduction will be successful, consequently, will prove to be a critical 

juncture in the trajectory of macroeconomic government. First and foremost, this will determine 

the fate of the financial system as an extension of the monetary apparatus. Because the system 

functions as a policy transmission mechanism under monetary nominalism, it is essential for the 

Fed to ensure financial stability. After all, each time a systemic event occurs, the reliability of the 

system as a component of the monetary apparatus as well as the ability of the Fed to govern the 

economy come under question. Second, the inability to reduce and control systemic risk may 

result in the collapse of the Fed into itself as a governmental space. As other commentators 

pointed out, what made the Fed a unique institution that allowed it to avoid the pitfalls of fiscal 

nominalism was its ability to isolate itself from the stickiness of the social and the political. One 

strategy that made this possible was relying on financial markets for the allocation and 

redistribution of resources in the form of credit. Instead of making substantive resource 

distribution decisions, policymakers let the market handle such contentious issues under the 

auspicious of supply and demand.cxlv Unless vulnerability reduction ensures the resilience of the 

critical markets that allow the financial system to reallocate resources, monetary nominalists may 

find themselves confronted with unavoidable political questions to which they may not have an 

answer that will satisfy the stakeholders. What is at stake in the systemic risk regulation regime, 

therefore, is not just the fate of the economy, but also the future of the Fed as a governmental 

space and hence the monetary apparatus as well as the government of the economy at large. 
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