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Abstract
There is no doubt that the shadow banking system played an important role in the global
financial crisis. What is in question is whether it played a causal or merely amplifying role.
This paper argues in favour of the latter. Focusing specially on the process of the
production of CDOs through the shadow banking system, we argue that it was non-bank
financial institutions, most notably hedge funds but also pension and mutual funds and
insurance companies, which had causal primacy in the financial crisis. The insatiable
demand for assets exercised by these institutions compelled the shadow banks to
accelerate the production of CDOs to a scale of sufficient proportions as to be able to cause
the money and interbank markets to seize up in August 2007. The conclusion that follows
from this argument is that tight regulation of the shadow banking system will not suffice to
prevent a future financial crisis. For this objective to be met banking regulation needs to be
accompanied by wider policy measures aimed at reducing the pressures on the banking
system to create the type of toxic securities that triggered the last financial crisis.
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1 .Introduction

There is no doubt that the shadow banking system, usually defined as a complex network
of credit intermediation outside the regulated banking sector, played an important role in
the subprime crisis. The crisis that started off as a money and interbank market liquidity
seizure was transformed into a international credit crunch and, ultimately, a crisis of the
whole banking system whose lingering effects on real economies made it the worst general
economic crisis since the Great Depression. What is in doubt is the precise nature of the
role that shadow banking entities and functions played in the overall crisis dynamics. Was
the shadow banking system the chief instigator of the subprime crisis or was it more the
victim of that crisis whose collapse amplified the liquidity and credit crunch into a full scale
banking crisis?
The answer to this question has clear policy implications for if the shadow banking
system did have causal primacy in the subprime crisis then it follows that subjecting the
system to tight regulation will be enough to prevent any future crisis of this type. If
however, it was financial institutions outside of the shadow banking system that had causal
primacy, with the system itself merely playing a facilitating and amplifying role, then it
follows that regulation aimed at stripping the latter of its ‘shadow’ nature will not on its
own be sufficient to prevent a future crisis of the subprime type.
Not all commentators on the shadow banking system directly address the question
of its precise role in the financial crisis, but those who do tend to give the system causal
primacy in the crisis. There are two main reasons for this. First, the shadow banking
system was responsible for the creation of collateralized debt obligations (CDOs), the toxic
securities that were at the epicenter of the crisis. Second, there is the tendency to treat the
crisis as a single continuous historical episode that began in August 2007 following the
announcement by BNP Paribas that it could not value the CDOs held by three of its hedge
funds, and reached a culminating stage in September 2008 with the bankruptcy of Lehman
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Brothers. Given that it was the August 2007 announcement that precipitated the collapse of
the money markets and given that it was the same entities that had created the CDOs who
occupied a central role in those markets, it follows that to take this announcement as the
starting point of the financial crisis must also be to ascribe primacy to the shadow banking
sector in causing the crisis.
In this paper we take a different position. We shall argue that it was non-bank
financial institutions, most notably hedge funds but also pension and mutual funds and
insurance companies, which had causal primacy in the financial crisis. It was primarily
these institutions that forced the accelerated rate of production of CDOs to a scale of
sufficient proportions as to be able to cause the money markets to go into cardiac arrest on
August 9th, 2007. That day was indeed a defining moment, not because it represented the
beginning of the financial crisis but rather, because it marked a tipping point in the
unfolding meltdown, the point at which the total collapse of the CDO market following
months of accumulating problems in that market raised the crisis onto a whole new level.
The paper is structured as follows. Section two provides an outline sketch of those
parts of the shadow banking system directly involved in the CDO production process.
Section three explains the primacy of CDO demand in the CDO growth story. Section four
explains how the shadow banking system helped to transform the subprime crisis into a
full scale banking crisis. Section five spells out some policy implications. Section six
concludes.

2. The shadow banking system in outline

The shadow banking system had been growing for some time prior to the outbreak of the
financial crisis in 2007, but it was only at this critical juncture that it came to be the object
of sustained investigation and, indeed, to even acquire a name. That name has been widely
endorsed because it neatly captures the aspect of inverse parallelism. Namely, the fact that
certain activities conducted by the shadow banking sector in the pre-2007period were both
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similar to those conducted by the regular banking sector and at the same time distinct in
that they fell outside the scope of regulatory supervision. Therefore when first introducing
its discussion of the shadow banking system, the FSB was content to merely respect this
inverse parallelism. To quote its opening definition: shadow banking is a “system of credit
intermediation that involves entities and activities outside the regular banking system” .
However, as not all entities and activities outside of the regular banking system pose the
same level of risk to the latter, the FSB went on to give a second, narrower definition of
shadow banking that includes only those areas of it that do pose a potentially substantial
risk. To quote: “the portion of the shadow banking system that merits increased attention
from authorities can be defined as ‘a system of credit intermediation that involves entities
and activities outside the regular banking system and raises i) systemic risk concerns, in
particular by maturity/liquidity transformation, leverage and flawed credit risk transfer,
and/or ii)regulatory arbitrage concerns’’ .
This second definition, while possibly useful for policy purposes, is in our view,
unsatisfactory in that it lacks explanatory power. Its central preoccupation is with the
systemic effect of shadow banking activities when it should be with their specific function.
When one defines a ‘car’ as a vehicle for transportation, one does not usually include in that
definition the possibility that if a car is driven too fast or too carelessly it can cause death.
Similarly, with shadow banking: the system may indeed, as has turned out to be the case,
pose huge systemic risks by virtue of its unregulated nature, but its definition should
nevertheless home in on its functionality, in other words, on the reasons behind the
expansion of the system to the point where it could cause serious systemic damage. To this
end we propose as an alternative definition of the shadow banking system the following:
“the shadow banking system is a system of unregulated off-bank balance sheet credit
intermediation and maturity and liquidity transformation activities conducted by bank
owned or sponsored entities in the capital and money market domains for the primary
purpose of expanding the rate of production of yield bearing debt securities required by the
global investor community”. This definition is illustrated in figure 1.
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Figure 1
Outline of the Commercial Bank-Shadow Bank Nexus
At the Time of the Sub-Prime Crisis
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The first difference between our definition and that of the FSB’s centres on the
distinction between on- and off-bank balance sheet entities and activities. There are
instances, contemporary China is a case in point, where certain banks can engage in onbalance sheet credit intermediation activities that fall outside of the scope of official
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regulation and can thus be classified as ‘shadow’ banks. However, as this type of shadow
banking was not central to the financial crisis that unfolded in the US and West Europe we
shall exclude it from the current discussion and focus exclusively on the unregulated off
balance sheet entities and activities that were central to the crisis. The second substantive
difference with the FSB’s definition concerns the relationship between the banking sector
on one hand, and the capital and money sectors on the other. In the regulated banking
sphere, the credit intermediation and attendant maturity and liquidity transformation
functions are usually performed by banks without recourse to any intermediary role on the
part of the capital and money markets.
There is of course a close association between these sectors: on the asset side of
banks’ balance sheets the capital and money markets represent important sources of
securities needed by the banks while on the liability side of banks’ balance sheets these
same markets represent important sources of demand for securities issued by the banks.
However, the relation of mutual dependence between these sectors here is not one that
subverts the clear distinction between the different types of activities taking place in them.
By contrast, this is the case in the shadow banking realm where the capital and money
markets are indispensable to the credit intermediation and maturity/ liquidity
transformation functions performed by the special purpose entities (SPEs), structured
investment vehicles (SIVs) and conduits. These three major types of off-balance sheet
vehicles operating at the time of the subprime crisis constituted the central medium
through which the basic banking activities of taking deposits and extending loans on one
side of the equation were indissolubly mixed together with the basic capital and money
activities of buying and selling securities on the other.
This last point about the creation and marketing of securities brings us to the third
and most important difference between our definition of the shadow banking system and
that of the FSB’s. In the latter the credit intermediation and maturity/ liquidity
transformation activities performed by the main shadow bank entities are approached
solely from a ‘flow’ perspective, that is, activities are posited solely as ‘processes’. In our
7
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definition these same activities are also approached from a ‘stock’ perspective, that is, as
activities that result in tangible ‘products’ whose use value to buyers is to serve as stores of
value. This way of defining the shadow banking system to bring out its production function
helps to delimit the boundaries that separate those entities operating at the core of the
system from those operating at its periphery. This distinction between core and periphery is
either absent or blurred in most other definitions of the shadow banking system because in
keeping the focus of attention fixed on the flow dimension of activities in the system just
about every linkage between every entity performing any type of credit intermediation and
maturity/liquidity transformation role is placed on an equal par. This is why illustrations of
the system often end up presenting it as something resembling a computer circuit board .
The reality, as we see it, is that only the SPEs, SIVs and conduits constituted the core of the
shadow banking system because only these three entities were the production factories
supplying credit-based securities.
The securities supplied by the shadow banking system essentially fell into two
categories, short term and long term. The predominant type of short term security was
asset backed commercial paper (ABCP). From a flow perspective, ABCP merely represents
a form of short term funding of the long term assets held by the conduits and SIVs, but
from a stock perspective it represents an important type of value container demanded by
short term investors and most notably by the money market funds (MMFs). These
institutions began life in the US in the early 1970s as an alternative to bank deposits to get
round regulatory ceilings to bank interest rates. Even though these ceilings have long been
removed, MMFs have continued to grow in size, not only in the US but also in the UK and
other major economies, because of the relatively attractive short term rates they offer to
savers. Given the growth in the size of their client base, MMFs have accordingly had to find
increasing amounts of short term investable instruments. This need was traditionally met
by the issuance of certificates of deposit (CDs) by the commercial banks and by the
issuance of commercial paper (CP) by large corporations. However, over the decade prior
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to the subprime crisis it was the shadow banking entities that came to be among the
leading suppliers of short term investable instruments including ABCP.
The same reasoning applies to the longer term asset-backed securities (ABS) and
CDOs. While these credit instruments in one sense merely represent forms of capital
market lending funded by money market borrowing, they also represented at the time of
the crisis important supplements to the world’s stocks of investable securities demanded
by long term investors such as insurance companies and pension and mutual funds. In
recent decades the institutional asset management industry has been transformed from a
small cottage industry catering for the wealthy into a mass industry catering for the
retirement and other welfare needs of large sections of the population. To meet the
increasing demand made upon the asset management function, institutional investors
require increasing amounts of yield bearing securities, including debt securities. While
governments and corporations, including bank corporations, have traditionally met the bulk
of this demand, the various shadow bank entities also came to play an important
supplementary role in this regard in the pre-crisis era, the SPEs through their production
and marketing of ABSs and the SIVs through their production and marketing of CDOs .
To view the shadow banking system as a system of production of both short and long
term debt securities is to take a different view of the reasons for its sudden growth in the
years immediately prior to the financial crisis. There is, of course, little question that the
pervasive official ideology of ‘light touch regulation’, together with the rapid pace of
financial innovation, constituted the main enabling factors behind the growth of shadow
banking. On the one hand, given the costs to the commercial banks arising out of the
regulatory constraints on their on-balance sheet activities, they were bound to shift
increasing amounts of these activities off their balance sheets in order to conserve capital,
while on the other hand the absence of any regulation of the off-balance sheet vehicles
placed them in an advantageous position to exploit to the full the latest advances in
financial technology. However, while ‘regulatory arbitrage’ and the drive for cost efficiency
and financial innovation were clearly important to the growth of shadow banking, what is
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less clear is how much of a motivating role they played as opposed to an enabling one .
Were the banks themselves the chief instigators behind the growth of their off-balance
sheet entities and activities, with other non-bank financial institutions merely being the
passive recipients of the new financial products that resulted from these activities? Or was
it the other round? Did the non-bank financial institutions pressure the commercial banks
into expanding the shadow banking system as a means of expanding the rate of production
of new yield bearing products? In the next section, we argue in favour of the second of these
two positions and we do so by focusing attention on the US shadow banking sector, which
was by far the world’s largest at the time of the financial crisis of 2007-09.

3. The primacy of demand in CDO growth.

The gross liabilities of a country’s shadow banking system are usually taken as a measure
of its size. In this frame, figure 2 shows that the rate of expansion of the US shadow banking
system, while moderately steady from the early 1990s to the early 2000s, suddenly
exploded between that point in time and the outbreak of the financial crisis. What has
captured the attention of most commentators is the fact that in this immediate pre-crisis
period the size of the US shadow banking system began to dominate that of the regular US
banking system. This comparison is understandable given the usual angle of approach to
the banking sector’s financial role: if the main preoccupation is with the flow dimension of
its credit intermediation and maturity/ liquidity transformation activities, then it makes
sense to compare the volume of these activities performed by the shadow banks with the
volume performed by their regular counterparts. However, if the angle of approach is one
that also focuses on the stock dimension of these activities, that is, on the ‘products’
resulting from them, then the more relevant comparison is between developments in the
US shadow banking system on the one hand and developments in the US bond markets on
the other. As can be seen by comparing figure 2 with figure 3, there was a close correlation
between the growth of US shadow banking between 2002 and 2007 and the unusually low
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yields in the major US bond markets that persisted over this same period. This correlation
was no mere coincidence but a direct reflection of the increasing demands made upon the
US shadow banking sector to help resolve the increasingly pressing yield problem.
Figure 2.
The Growth of the US Shadow Banking System

Source: Pozsar et.al (2012)

Figure 3
US Bond Yields 1990-2007

Source: Goda et al. (2012)
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The source of the yield problem could be traced back to the relationship between the
world’s supply of government and corporate debt securities and the world’s demand for
these securities. That relationship remained broadly balanced up to the early 2000’s, but it
then became unbalanced as global demand began to outstrip global supply. The traditional
major sources of demand for US debt securities are the large institutional investors of the
US and other advanced market economies, most notably insurance companies and pension
funds. However, in the decade prior to the crisis other sources of demand became
increasingly important, including the governments, institutional asset managers and high
net worth individuals (HNWIs) based in the emerging market economies (EMEs). Despite
these changes in the geographical composition of world demand, there was no
corresponding change in the geographical composition of world bond supplies as attested
by the fact that at end-2006 over 80% of the world’s bond stocks of approximately
$67trillion were accounted for by the G7 countries while the EMEs at the other end of the
spectrum accounted for a mere 9% (a figure that contrasts sharply with the EME’s 34%
share of world GDP at that same time). Given the lack of investable bonds in the EMEs and
given the dominant position of the US bond markets (accounting for 46% of global stocks in
2006) it was inevitable that the pressure of global demand for bonds would be concentrated
in these latter markets thereby helping to force US treasury and other US long term yields
down to unusually low levels . Figure 4 indicates the extent to which foreign official and
private demand for US debt securities became an increasing component of aggregate
demand in the2002-2007 era.

Figure 4
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Foreign Holdings of US Debt Securities

Source: Goda et.al. (2012)

The first way in which the US shadow banking sector was pressed into helping resolve the
yield problem was by getting it to rapidly increase its rate of production of asset backed
securities. The early development of the US ABS market was chiefly driven by supply push
factors as government sponsored enterprises such as Fanny Mae and Freddie Mac, and
later on private commercial banks, resorted to securitisation as a means of increasing
residential mortgage lending while at the same time conserving capital. However, by the
early 2000s, demand-pull factors appear to have taken over as the main driving force
behind US ABS expansion. Of the US shadow banking system’s $22 trillion gross liabilities
in 2007, over $9 trillion consisted of asset backed securities, a sum that represented over
13
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80% of the world’s total ABS stocks of $11 trillion outstanding at that time. An even more
striking statistic, as shown in figure 5, is that approximately $5.4 trillion of the US ABS
figure for 2007 had been created after 2002 . The US ABS market had been in existence for
over four decades and yet well over half of its ABS stocks by the time of the crisis in 2007
had been created in the preceding four years, in other words, in precisely the same period
when low treasury and corporate bond yields remained an acute problem for investors.
Unfortunately, while the rapid increase in the supplies of ABS in the US may have gone
some way towards alleviating the yield problem, it certainly did not go all the way as is clear
from the fact that, despite the supply increases, ABS yields also continued to remain
unusually low right up to 2007.
Figure 5
Asset-backed securities issuance
(US $Billions)

Source: Bank of England (2008)

This observation brings us to the second way in which the US shadow banking system was
pressed into helping resolve the yield problem. Given the continuing shortfall in the
supplies of US ‘first floor’ asset backed securities relative to global demand, the system
had to make up for the shortfall by expanding the rate of production of CDOs, second and
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higher-floor securities, securities backed by securities backed by loans . The loans
continued to be securitised by SPEs with the difference after 2002, as shown in figure 6,
being that it was not just conforming loans that were being securitised but also various
non-conforming loans including jumbo, Alt A and subprime. These prime and subprime
backed securities were passed on to the SIVs who combined them together as backing
collateral for CDOs, the bulk of which comprised of AAA rated tranches. SIVs could create
high grade securities out of lower grade ones through the use of three major credit
enhancement techniques (CETs): over-collateralisation (the volume of backing assets held
is greater than the volume of securities issued), subordination (interest payments on super
senior and senior securities are made first and only then are holders of the mezzanine
tranche securities paid and so on in descending order) and insurance (the senior tranches
were given insurance cover by a sponsoring bank, an insurance company or monoline
insurer). CDOs could be sold whole or in single tranches, but the fact that most of the
demand for the latter centred on the AA A tranches meant that SIVs were often left with
unsold mezzanine and equity (unrated) tranches. Rather than leave these tranches unsold,
the SIVs would typically recycle them as backing collateral for CDOs squared using the
same three CETs described above, and any unsold tranches of these products would be
recycled as collateral for CDOs cubed. According to an IMF report of 2008: “These CDOssquared and structured finance CDOs were created almost solely to resecuritize MBS and
CDO mezzanine tranches, for which there was not sufficient demand from investors.
Therefore their value added in transferring risk is questionable” . In our view, what is more
questionable is the assumption here that the primary purpose of CDOs was credit risk
transfer. This may have been part of the function of CDOs, but the chief rationale behind
their creation was so that they could serve as stores of value. It has been estimated that by
the time the subprime crisis broke out in 2007, there were approximately 38,000 AAA- rated
subprime backed securities in existence as compared with a few dozen AAA- rated
government and corporate securities.
Figure 6
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US Residential Mortgage-Backed Securities Issuance

Source: IMF (2008)

Despite the increase in the rate of CDO production after 2002, this rate was still not high
enough to satisfy investor demand. Thus it was that from this point on, as can be seen in
figure 7, ‘synthetic’ CDOs began to replace ‘cash’ CDOs as the predominant type. As one
commentator observed at the time: “The increase in synthetic securitisations in the US can
be attributed to several factors. Among them are the enormous popularity of cash CDOs
among hedge fund investors and the ensuing shortage of hard asset collateral. ” Where
cash CDOs could take several months to create, synthetic CDOs could be established in a
matter of days. Where cash CDOs involve the use of sophisticated financial engineering
techniques, synthetic CDOs by comparison are simple to created inasmuch as they involve
nothing other than taking cash CDOs as reference entities for credit default swaps. Finally,
while cash CDOs require the involvement of regular and shadow bank institutions at every
stage of their creation, synthetic CDOs make no such requirement. A measure of the
increasing extent to which non-bank institutional investors were creating synthetic CDOs
on their own initiative is given by the changes in the participation ratios in the market for
credit derivatives between 2004 and 2006: as can be seen in figure 8, while the percentage
share of banks fell over this period, the percentage shares of non-bank institutions rose.
Figure 7
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CDO Issuance

Source: Borio (2008).

Figure 8
Main Participants in Credit Derivatives

Source: IMF (2008)

The conclusion that falls out of the above arguments is that it was not the shadow banking
system but the hedge funds and other financial institutions outside of that system that had
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causal primacy in triggering the financial crisis. It is possible that even without a CDO
crisis, a panic may still have broken out in the money markets in the summer of 2007 for
some other particular reason, but this is conjecture. What is not conjecture is that it was
the abrupt collapse of the $3 trillion CDO market that triggered the collapse of confidence
in the money markets in general and in the interbank market in particular. Furthermore, it
is also possible that had the CDO market remained as small in 2007 as it had been in 2002,
the emergence of problems in that market may not have had any significant spill over effect
in the other financial markets. Again, this is conjecture. The truth of the matter is that by
2007 the CDO market had grown to a sufficient enough size as to be able to wreak general
havoc when it eventually collapsed. Finally, it is still possible to pin the blame for the
subprime crisis on the shadow banks had it been the case that these entities had retained
the bulk of the CDOs that it had created. This too is conjecture. The reality, as shown in
figure 9, is that the shadow banking sector held only about 25% of the $3 trillion worth of
CDOs then outstanding, while an assortment of financial institutions outside of that sector
held the remaining 75%.

18
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Figure 9
Holders of CDOs:2006

Source: Blundell-Wignall (2007)

The problem with the above conclusion is that while answering the question concerning
causal primacy, it raises another question concerning the crisis-amplifying role of the
shadow banking system. If this system had indeed succeeded in distributing the majority of
the toxic CDOs that it had created to institutions outside of the system, with the latter itself
remaining only a minority holder by the time of the subprime crisis, why did it suffer such
enormous damage on the outbreak of that crisis as to bring the regular banking system to
the brink of collapse? To answer this question we need to again look at the main entities at
the core of the shadow banking system.

4. The shadow banking entities revisited

As noted in the introduction, those who have argued that the shadow banking system was
responsible for the financial crisis tend to date that crisis from August 2007. However, as is
clear from Karl Brunnermeier’s event logbook illustrated in figure 10, the BNP Paribas
announcement of August 9th that it could not value the structured products held by three of
its hedge funds marked only the ‘tipping point’ in the unfolding financial crisis, the point at
19
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which the steady erosion of confidence in the months prior to the announcement caused by
the accumulating problems with the subprime backed securities culminated in a full scale
panic. What is also clear from Brunnermeier’s event logbook is that the money market
meltdown on August 9th was accompanied by a corresponding breakdown in trust in the
interbank market. To understand the reasons for this correspondence we need to look
more closely at the functional differences separating the SPEs, SIVs and conduits.
Figure 10
Unfolding Subprime Crisis: Event Logbook
On May 4, 2007, UBS shut down its internal hedge fund, Dillon
Read, after suffering about $135 million of subprime-related losses.
Later that month, Moody’s put 63 tranches across 31 U.S. subprime deals on “downgrade review.”
Rating downgrades of other tranches by Moody’s, Standard & Poor’s, and Fitch unnerved the credit
markets in June and July 2007.
In mid-June, two hedge funds run by Bear Stearns had trouble meeting margin calls, leading Bear Stearns
to inject $3.3 billion in order to protect its reputation.
On August 9, 2007, the French bank BNP Paribas froze redemptions for three investment funds, citing its
inability to value structured products.
“Following this event, a variety of market signals showed that money market participants had become
reluctant to lend to each other”.
The first “illiquidity wave” on the interbank market started on August 9
Source: Brunnermeier (2009)

As already noted, the major functional difference is that between the SPEs on the one hand,
the entities that were responsible for securitising the mortgage and other credit loans, and
the SIVs and conduits on the other hand, the entities that were responsible for combining
together prime and subprime backed securities to create CDOs. However, even as concerns
the latter two types of shadow bank entities there was an important functional difference
between them in that where the SIVs sold the majority of the CDOs they created to other
customers in return for fees and commissions, the conduits’ held on to all of the CDOs they
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created and simply made them an integral part of their profit maximising exploitation of the
maturity mismatch between assets and liabilities. Note from figure 11 that while the SIVs
were officially classified as entities whose ‘assets are traded’, the conduits were classified
as entities whose assets largely consisted of ‘nontradable loans’. A further clear indication
of the functional difference between the SIVs and conduits is given by the significant
difference in the size of assets held respectively by these two types of entities in 2006: as
can be seen in figure 11, SIVs held a much lower amount of assets ($400 billion) as
compared with the amount ($1.4 trillion) held by the conduits, a difference in keeping with
the fact that while the SIVs’ chief source of profits were the fees earned from the sales of
CDOs, the conduits’ chief source of profits came from the returns on their asset holdings.
Finally, note also that while the SIVs’ liabilities largely consisted of medium term notes,
those of the conduits consisted solely of ABCP.
Figure 11

Source: IMF (2008)

When the money markets froze up on the day of the BNP Paribas announcement, it was
through the consequent withdrawal of liquidity from the conduits rather than from the SIVs
that there also occurred a crisis of confidence in the inter-bank market. This was not only
due to the differences in the size of assets held by these respective entities. More
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importantly, it had to do with differences in sponsorship structure. While some SIVs were
sponsored by commercial banks, others were sponsored by investment banks, while yet
others had multiple sponsors. By contrast, the great majority of conduits (270 out of the 300
or so operating in 2007) were owned or sponsored by commercial banks. Thus when the
short term funding for these vehicles suddenly dried up, the assets held by them that had to
be brought back onto the parent or sponsoring banks’ balance sheets were of sufficient
volume as to cause mistrust between the banks. The crux of the matter here is that while
the commercial banks had given a 100% guarantee to their conduits (a fact that explains
their credit ratings and why they were able to issue ABCP at very advantageous rates) they
had made no corresponding capital provision for the conduits’ assets . This meant that the
banks, already heavily reliant on short term funding to help close the gap in the liability side
of their balance sheets caused by the trend fall in household deposits, had to increase that
reliance even further. The contradiction was that the banks, knowing that these term short
term funding problems were common to all them, became extremely reluctant to lend to
each other.
While the conduits differed from the SIVs in terms of asset size at the time of the
subprime crisis, there was no basic difference as concerns the percentage share of CDOs
in the total assets held. Figure 11 shows that just 22% of the SIVs assets at end 2006
comprised of CDOs, a ratio not far off the 25% aggregate share of all CDOs held by the
shadow banking system as a whole at that time. That this pattern pertained as much to the
conduits as to the other shadow bank entities becomes clear from figure 12 that profiles
the asset holdings of the ten largest conduits operating in 2007. Only in two of the ten cases
were CDOs the predominant asset class held; in the other eight cases other asset classes
predominated. If this same situation was replicated throughout the entire 300 strong
conduit community, as can be reasonably assumed, then it would seem that when the CDO
market crashed in August, 2007 the lending institutions in the wholesale money markets
should have been more discriminating in deciding which particular borrowing institutions
should be denied continued access to short term funds. This did not happen. Rather, the
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panic amongst lenders sparked by the BNP Paribas announcement on August 9th of that
year was such they immediately withdrew funding from virtually all borrowing institutions.
This reaction may have seemed irrational but that it was, on the contrary, an entirely
understandable one becomes clear as soon as one considers the opaque and complex
nature of the structured credit products.
Figure 12
Ten Largest Conduits and Sponsors (end-2006)

Source: Acharya et al (2010)

The cardinal rule of market exchange is that the properties of a product have to be
sufficiently transparent as to allow it to be valued and traded against market standards.
Government and corporate securities generally meet this criterion. So too do asset backed
securities. CDOs, however, do not. They may only be ‘second floor securities’, but the jump
in complexity going from asset backed securities to CDOs is many times greater than the
jump going from the ‘ground floor’ government and corporate debt securities to the ‘first
floor’ asset backed securities. The reason has not only to do with the credit enhancement
techniques used to construct CDOs. It also has to do with the heterogeneity of the asset
classes used in their construction. Asset backed securities have a transparent conformity
in that each type has a single asset class as collateral (residential mortgage loans, credit
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card loans, commercial property loans etc.). By contrast, no two individual CDOs are alike
because of the large variety of ways in which different asset classes (subprime backed
securities, other nonconforming loan backed securities, prime ABS etc.) could be mixed
together as the backing collateral. CDOs could still be sold, but only as unique, customised
products tailored to suit the specific needs of specific investors. Ultimately, it was because
the CDO market constituted a fragmented, relation-based space rather than an integrated
one as normally exists that explains why lending institutions in the money markets did not
know who was exposed to CDOs and to what extent and why they decided to play safe and
withdraw funding from virtually all borrowing institutions.

Given that the shadow banking system transgressed the rules of market exchange
when producing CDOs, and given that it was precisely this transgression that was the
critical factor helping to trigger the financial crisis of 2007-8, it would seem to follow that
the system must bear the responsibility for the crisis. This is the commonly held view.
However, we believe it to be a myopic one in that it fails to set the pre-crisis growth of CDO
production against the more general context of the then prevailing global financial
situation. As noted, a characterising feature of that situation was the shortfall in the global
supplies of government and corporate debt securities relative to global investor demand, a
shortfall that found its most acute manifestation in the continuing fall in US bond yields.
One of the major reasons for the supply shortfall were the constraining effects of
the transparency and governance requirements necessary for maintaining the tangibility of
debt securities as tradable financial products. Nowhere were these constraining effects
more in evidence than in the EMEs. Their relatively small share in the world’s supplies of
bonds in the pre-crisis period may have been partly due to a continuing preference for
bank-based forms of finance as opposed to capital-market-based forms, but it was also in
part due to the fact that the transparency and governance requirements for bonds and
other financial products are orders of magnitude higher than those required for material
products. Turning to the ABS market, we find a similar problem arising in the immediate
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pre-crisis period. US commercial banks and their associate were indeed able to exploit the
unusually low interest rates to entice increasing numbers of US households’ to take out
mortgages and other credit loans which could then securitised. However, as there were
limits to the numbers of households that conformed to standard lending criteria, there
were limits to the volumes of ABS that could be created to meet global investor demand. As
this demand continued to be ‘insatiable’ , there was no option other than for the US regular
banking system to relax the normal rules of lending to furnish the raw material needed by
its shadow banking entities to create more safe AAA-rated assets.
The shadow banking system was so named because it performs activities similar to
those of the regular banking system and yet at the same time performs them outside of the
normal scope of bank regulation. This ‘outsider’ status of the shadow banking system is
exactly why, at a critical historical juncture, it alone was in a position to attempt what
seemed a solution to the widening supply-demand gap in the world’s bond markets. In
creating CDOs and CDOs squared and CDOs cubed to satisfy investor demand, of course the
shadow bank entities made handsome profits. Of course they felt confident in being able to
create safe AAA-rated assets by using an assortment of credit risk transfer techniques.
Some accounts of the crisis demonstrate that these institutions or rather, the individuals
behind them, felt proud of being in a position to be able to use sophisticated financial
engineering techniques in ways that others could not. However, it was not greed,
overconfidence or hubris that forced the shadow banking system to step outside of the
established rules of the financial market so much as the limits of the global capitalist
economy itself.
When the system finally imploded, regulatory authorities began to reproach
themselves for having allowed the regular banking sector to develop a vast underground
network of long and complex credit intermediation chains based on excessive leverage and
characterised by flawed credit risk transfer. However, these deficiencies and flaws, which
were so sharply exposed by the financial crisis, were not the chief reason why the shadow
banking system imploded with such devastating consequences. That reason is ultimately to
25

The FESSUD project is funded by the European
Union under the 7th Research Framework
programme (theme SSH) Grant Agreement nr
266800

be found in the fact that the system could no longer carry the immense burden placed upon
it.

5. Policy implications

Nothing that has been said above should be interpreted to mean that we do not support
tight regulation of the shadow banking system. On the contrary, we fully endorse the moves
in this direction. Rather, our aim in showing that the shadow banking system played more
of an amplifying than a causal role in the financial crisis – the latter role being played by
financial institutions outside of the shadow banking system – is to show that regulation of
this system will not on its own suffice to prevent a future financial crisis. Indeed, we go so
far as to conjecture that if tight regulation of the shadow banking system is not
accompanied by certain wider initiatives that target the activities of other important
financial players, then it is possible that this particular piece of regulation will make a
future financial crisis more, not less, likely. The thinking behind this conjecture centres on
the continuing structural imbalance between the global supply of debt securities and the
global demand for them and the consequent resurgent problem of yield.
At the present time of writing, it seems that regulating either the production of CDOs
or the SIVs responsible for their production will have little relevance as both these financial
instruments and financial institutions have largely disappeared following the crisis. The
only long term securities that can be meaningfully affected by current regulation insofar as
they do continue to be created and distributed are of the ABS type. The problem here is
that if the subjection of the bank owned or sponsored SPEs – the major entities behind ABS
production – to tight regulation results in a slowing down in the rate of that production, this
could have potentially negative consequences because this slow down would come on top of
the already existing constraints on the rate of growth of private sector securities . The
reason behind this problem is that the detrimental effect on security supplies caused by the
fall-out of the financial crisis has not been accompanied by a corresponding effect on the
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global demand for debt securities exercised by institutional asset managers and other
investor groups.
On the contrary, global demand for investable assets has continued to rise and
while the expansion in government debt securities has gone some way to meet this
increase in demand it has not gone far enough. The result is that the ‘search for yield’
phenomenon has again reared its head as attested by the fact that investments in hedge
funds and other speculative vehicles are again reaching record levels . Clearly, if the rate of
ABS issuance is impeded by new regulatory constraints on SPEs, thus interfering with their
ability to make good the shortfall in yield bearing debt securities relative to global demand,
then the greater will be the reliance of institutional and individual investors on hedge funds
to provide alternative sources of yield and the greater, therefore, the consequent risk
taking actions on the part of these and other speculative vehicles in the attempt to satisfy
the demand for yield.
The upshot of the above is that regulation of the shadow banking sector, insofar as
this affects ABS issuance, must be accompanied by other initiatives aimed at resolving the
bond market supply and demand imbalance and thus eliminating the risk of a return of
financial products and processes of the type that caused the last financial crisis. On the
supply side of the equation, one solution is to give encouragement to EME countries to
expand their capital markets at a rate that is more commensurate with the rate of their
GDP growth. However, as this requires the development of a governance and legal
infrastructure that is orders of magnitude more sophisticated than that required for
material goods and services, this is likely only to be a long term solution to the shortfall in
global bond supplies. In the short term there has to be a continued reliance on the
advanced market economies and on their governments in particular.
The problem here is that although government bond supplies have increased
markedly in the wake of the financial crisis as governments faced widening gaps in the
budgets caused not only by the bank bail outs but also by the fall in tax revenues, many
governments have reached market-imposed ceilings on their debt to GDP ratios while
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other governments have proved reluctant to overstep self-imposed debt ceilings. Given that
investors in this post crisis era continue to need more supplies of ‘safe haven’ stores of
value (as evidenced by the low yields on US, UK, German and other core economy
government bonds that persist even while government debt to GDP ratios remain at
unusually high levels in these countries) one could expect these governments to continue a
programme of debt financed fiscal expansion for as long as the post crisis global economy
remains in a depressed state. However, past historical experience coupled with
contemporary economic dogma have lead most,if not all, core economy governments to
embark on austerity programmes expressly aimed at reducing government debt levels.
In the light of these constraints on the supply side of the global bond markets, it
follows that only by similarly constraining demand side growth in this market can there be
a resolution to the structural imbalance problem and thus the accompanying problem of
yield. In this regard, it seems that the most logical, if not most easy, point of attack should
be on global wealth inequality. The four major investor groups in the world today are
institutional asset managers (insurance companies and pension and mutual funds), banks,
EME governments (through reserve holdings and through Sovereign Wealth Funds) and
high net worth individuals (HNWIs). While the first three of these groups may have
reasonable grounds to store wealth in equity and debt securities in ever increasing
volumes, the same cannot be said of the last group. There surely can be no economic,
moral or any other justification for the fact that the world’s HNWIs, totalling today about 10
million or just over 0.01% of the world’s population of 7 billion, should hold total assets in
excess of $42 trillion, over 30% of which comprise of debt securities. On the eve of the
subprime crisis not only did this group of individuals hold enough of the US’ bond supplies
as to help contribute to the downward pressure on US bond yields , they also constituted
the largest single group of investors in the hedge funds who in turn constituted the largest
single group of investors in CDOs . Now while total HNWI assets declined in value in the
immediate post-crisis period, from about $40 trillion in 2007 to about $37 trillion in 2009,
they have since then more than recovered lost ground even while the global economy in
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general continues to remain in a depressed state. What this means is that HNWIs will not
only continue to be a major source of demand for investable debt securities as a means of
storing their vast wealth but they will also continue to be the major source of pressure on
hedge funds to find new solutions to the ensuing bond yield problem. The policy implication
that all this leads to is abundantly clear: the redistribution of wealth through a battery of
co-ordinated tax measures will go some way towards easing the supply-demand
imbalances in the global bond markets thereby helping to lift some of the pressure on the
banking system to come up with artificial ways of dealing with these imbalances.

6. Conclusion

Our aim in this article has been to examine the role of the shadow banking system in the
global financial crisis. Focusing specifically on the cycle of securities production in the
shadow banking system, we found that shadow banking has amplified the course and
impact of the crisis, yet it did not cause it. That cause is ultimately to be found with the nonbank financial institutions such as hedge funds, pension and mutual funds that were the
main driving force behind the production of the toxic CDOs in the run up to the crisis. The
implications of our analysis for the study of shadow banking and financial innovation in the
crisis are two-fold. First, focusing on the role of the products of unregulated financial
innovation, it opens up a ‘stock’ perspective on the shadow banking system, as opposed to
more conventional flow accounts perspectives that have characterised much of the current
literature on the phenomenon. Second, our linkage of CDO production to the insatiable
demand for safe assets suggests that unlike many earlier financial crises, the global credit
meltdown of 2007-09 was not caused by speculation, greed or exuberance. This point has
important policy implications.
The shadow banking system that amplified the recent and some argue, ongoing financial
crisis, will in many ways cease to exist following regulations aimed at divesting the system
of the very attributes that caused it to be so named in the first place. While there can be no
29

The FESSUD project is funded by the European
Union under the 7th Research Framework
programme (theme SSH) Grant Agreement nr
266800

doubt that such regulation is very appropriate even though very belated, there is doubt as to
whether it will suffice to prevent a future financial crisis. This issue will be resolved not
only by understanding the role played by both the regulated and unregulated parts of the
banking system in the last financial crisis but also by understanding the various external
pressures on the banking system to play the role that it did. This paper has sought to make
a contribution to this task.
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THE ABSTRACT OF THE PROJECT IS:
The research programme will integrate diverse levels, methods and disciplinary traditions
with the aim of developing a comprehensive policy agenda for changing the role of the
financial system to help achieve a future which is sustainable in environmental, social and
economic terms. The programme involves an integrated and balanced consortium involving
partners from 14 countries that has unsurpassed experience of deploying diverse
perspectives both within economics and across disciplines inclusive of economics. The
programme is distinctively pluralistic, and aims to forge alliances across the social
sciences, so as to understand how finance can better serve economic, social and
environmental needs. The central issues addressed are the ways in which the growth and
performance of economies in the last 30 years have been dependent on the characteristics
of the processes of financialisation; how has financialisation impacted on the achievement
of specific economic, social, and environmental objectives?; the nature of the relationship
between financialisation and the sustainability of the financial system, economic
development and the environment?; the lessons to be drawn from the crisis about the
nature and impacts of financialisation? ; what are the requisites of a financial system able
to support a process of sustainable development, broadly conceived?’
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