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This essay aĚĂƉƚƐ CŽŵŵŽŶƐ͛s model of the legal foundations of capitalism to the 

peculiar circumstances of the neoliberal era. So doing provides a lens for seeing 

clearly the steady erosion of state capacity to protect the commonwealth, even 

in a nation with a hegemonic currency. Our focus here is on the links between 

ƚŚĞ ͞ƚƌŝƉůĞ ĐƌŝƐŝƐ͟ ŽĨ ƚŚĞ ϭϵϴϬƐ ĂŶĚ ƚŚĞ ƐƵďƉƌŝŵĞ ĂŶĚ ĨŽƌĞĐůŽƐƵƌĞ ĐƌŝƐŝƐ ŽĨ ƚŚĞ 
2000s. We show how Brady bonds, after being used to resolve the Latin 

American debt crisis in the 1980s, provided a governing contractual context for 

subprime lending ʹ and as such constrained the capacity of the American 

government to respond to a crisis that preyed on the vulnerable, undercut 

community life, and contracted the commonwealth.  

 

Keywords:  John R. Commons, commonwealth, subprime and foreclosure crisis, Brady 

bonds, financial crisis, neoliberal era, securitization 
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Why have economists paid so little attention to the consequences of financial crises? Financial 

forces are pressuring sovereign governments worldwide to privilege the needs of globally 

mobile capital over any efforts to restore the welfare of their citizens, even the vulnerable. In 

the United States, a strangely invisible foreclosure crisis Ͷ along with substantial fiscal strain on 

many cities and towns Ͷ has followed the subprime meltdown. In Europe, the suffering of 

those without shelter or medical care, and the plight of the jobless young, have been largely 

ignored in the post-crisis period. Lest this inattention seem callous, we can note that it has 

become par for the course in a neoliberal era of deregulation, privatization, and reduced public 

ƐĞƌǀŝĐĞƐ͘ HŽǁ ŵĂŶǇ ĞĐŽŶŽŵŝƐƚƐ ƉĂŝĚ ĂŶǇ ĂƚƚĞŶƚŝŽŶ ƚŽ ƚŚĞ ͞ůŽƐƚ ĚĞĐĂĚĞ͟ ƚŚĂƚ ĨŽůůŽǁĞĚ ƚŚĞ ϭϵϴϮ 
Latin American debt crisis? It has become normal to view sovereign governments as bearing 

ultimate responsibility for economic crises. National governments can, at best, not impede 

ŶĂƚŝŽŶĂů ĞĐŽŶŽŵŝĞƐ͛ ĞĨĨŝĐŝĞŶƚ ĂĚũƵƐƚŵĞŶƚƐ ƚŽ ƐŚŽĐŬƐ͘ TŚŽƐĞ ǁŚŽ ůŽƐƚ ŚŽŵĞƐ ƐŚŽƵůĚ ŶŽƚ ŚĂǀĞ 
been able to buy them. Those dependent on the state for their survival should not be. Those 

without jobs are victims of an insufficiently flexible labor market. 

In Legal Foundations of Capitalism ;ϭϵϮϰͿ͕ JŽŚŶ ‘͘ CŽŵŵŽŶƐ͛Ɛ ĨŽĐƵƐ ŽŶ ƚŚĞ ƐŽǀĞƌĞŝŐŶ 
ƐƚĂƚĞ͛Ɛ ĐĞŶƚƌĂů ƌŽůĞ ŝŶ ŽǀĞƌseeing market transactions provides a definitive corrective to this 

neoliberal approach. Market processes are seen as historically specific and institutionally 

embedded, not autonomous. National law defines the nature and limits of the transactions that 
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define the rights, duties, liberties, and exposures to risk of the parties participating therein. This 

structures the hierarchy of rights and obligations in the economic realm. In this vision, 

government is not a deus ex machina operating outside the logic of the market. Instead, the 

sovereign state, and its courts of law, define the very substance of market exchange in the 

ĐŽŶƚĞǆƚ ŽĨ ƚŚĞ ƐŽĐŝĞƚǇ͛Ɛ ŐŽǀĞƌŶŝŶŐ ĐŽŶƐƚŝƚƵƚŝŽŶ͘  
TŚĞ ůŝŵŝƚƐ ƚŽ ƉĞƌŵŝƐƐŝďůĞ ƚƌĂŶƐĂĐƚŝŽŶƐ͕ ŝŶ ƚƵƌŶ͕ ŚĞůƉ ƚŽ ƐŚĂƉĞ ƚŚĞ ͞ǁŽƌŬŝŶŐ ƌƵůĞƐ͟ ŽĨ ƚhe 

͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ Ͷ the households, firms, and states Ͷ that undertake economic activities. In 

CŽŵŵŽŶƐ͛Ɛ ǀŝƐŝŽŶ͕ ƚŚĞ ƐŽǀĞƌĞŝŐŶ ŶĂƚŝŽŶ ĂŶĚ ŝƚƐ ĐŽƵƌƚƐ ĚĞĐŝĚĞ ŽŶ ǁŚĂƚ ĞĐŽŶŽŵŝĐ ƚƌĂŶƐĂĐƚŝŽŶƐ 
are permissible by considering whether they serve any public interest, and, specifically, 

whether they protect or enhance the commonwealth of the people of the nation. The idea of 

the commonwealth, for which the state is responsible, provides an ethical (and legal) reference 

point for evaluating the (societal) gains or losses from letting any set of economic processes go 

forward.  

CŽŵŵŽŶƐ͛Ɛ ŝŶƐƚŝƚƵƚŝŽŶĂůŝƐƚ approach then emphasizes the core role of the sovereign state 

in guiding the people who depend on it through whatever challenges they collectively confront. 

Seen through this lens, the neoliberal view of the state as a source of shocks or adjustment 

inefficiencies is itself the product of the crises that have beset capitalist economies in the past 

several decades. Neoliberal-era crises that have put the meaning of sovereignty itself into 

question can be seen as calling forth a renewal of sovereign power, not its further decimation. 

TŚĞ ϭϵϴϬƐ ͞ƚƌŝƉůĞ ĐƌŝƐŝƐ͕͟ ƚŚĞ ϮϬϬϳʹ2008 U.S. subprime mortgage crisis, and the subsequent 

Eurozone crisis, have all forced sequential shifts in the rights, duties, liberties, and exposure to 

risk of all the agents involved, directly or indirectly: lenders and borrowers, banks and wealth-

ŽǁŶĞƌƐ͕ ŶĂƚŝŽŶ ƐƚĂƚĞƐ͕ ĂŶĚ ƚŚĞƐĞ ŶĂƚŝŽŶ ƐƚĂƚĞƐ͛ ĐŝƚŝǌĞŶƐ ĂŶĚ ƌĞƐŝĚĞŶƚƐ͘ TŚĞƐĞ ƐŚŝĨƚƐ ŚĂǀĞ 
expanded the freedom of action Ͷ the liberties Ͷ of lenders and wealth-owners and banks, 

while reducing the rights and assets of vulnerable households and the communities in which 

they reside. Shifting legal and economic practices, linked to power asymmetries, have forced 

sovereigns to focus on preserving orderly financial markets and on protecting the legal rights of 

the owners of claims on abstract cash flow. From a Commons perspective, states that should be 

protecting the commonwealth of their citizens have been forced to contract it. From a 

ŶĞŽůŝďĞƌĂů ƉĞƌƐƉĞĐƚŝǀĞ͕ ƐƚĂƚĞƐ͛ ĐŽŶƚƌĂĐƚŝŶŐ ƌŽůĞ ŝŶ ƚŚĞ ŐŽǀĞƌŶĂŶĐĞ of market allocations is in 

accordance with natural economic order. 

TŚŝƐ ĞƐƐĂǇ ĂĚĂƉƚƐ CŽŵŵŽŶƐ͛Ɛ ŵŽĚĞů ŽĨ ƚŚĞ ůĞŐĂů ĨŽƵŶĚĂƚŝŽŶƐ ŽĨ ĐĂƉŝƚĂůŝƐŵ ƚŽ ƚŚĞ ƉĞĐƵůŝĂƌ 
circumstances of the neoliberal era. So doing provides a lens for seeing clearly the steady 

erosion of state capacity to protect the commonwealth, even in a nation with a hegemonic 

ĐƵƌƌĞŶĐǇ͘ OƵƌ ĨŽĐƵƐ ŚĞƌĞ ŝƐ ŽŶ ƚŚĞ ůŝŶŬƐ ďĞƚǁĞĞŶ ƚŚĞ ͞ƚƌŝƉůĞ ĐƌŝƐŝƐ͟ ŽĨ ƚŚĞ ϭϵϴϬƐ ĂŶĚ ƚŚĞ 
subprime mortgage crisis of the 2000s. We show how Brady bonds, after being used to resolve 

the Latin American debt in the 1980s, provided a governing contractual context for subprime 

lending, and as such constrained the capacity of the American government to respond to a 

crisis that preyed on the vulnerable, undercut community life, and contracted the 

commonwealth.  

 

Commons on the Economy, Commonwealth, and Finance 

 

In Legal Foundations of Capitalism, Commons begins his analysis by making a key distinction Ͷ 
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for our consideration of global finance Ͷ between real economic activity and the reduction of 

ƚŚĂƚ ĂĐƚŝǀŝƚǇ ƚŽ ĂŶ ĂďƐƚƌĂĐƚŝŽŶ͘ OŶĞ ŽĨ ŚŝƐ ĞǆĂŵƉůĞƐ ŝƐ ďĞƚǁĞĞŶ ƚŚĞ ƐƵŵ ŽĨ ǀĂůƵĞ ŽĨ Ă ďƵƐŝŶĞƐƐ͛Ɛ 
ĂƐƐĞƚƐ ĂŶĚ ŝƚƐ ƐƚĂƚƵƐ ĂƐ Ă ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶ͘͟1 While classical and neoclassical economic theories 

are concerned with the former problem, Commons focuses on the tension between the two. As 

ŚĞ ƐƵĐĐŝŶĐƚůǇ ƉƵƚƐ ŝƚ͕ ͞[e]conomic theory began with a Commodity as its ultimate scientific unit, 

ƚŚĞŶ ƐŚŝĨƚĞĚ ƚŽ Ă FĞĞůŝŶŐ͕ ŝŶ ŽƌĚĞƌ ƚŽ ĞǆƉůĂŝŶ Ă TƌĂŶƐĂĐƚŝŽŶ ǁŚŝĐŚ ŝƐ ŝƚƐ ƉƌĂĐƚŝĐĂů ƉƌŽďůĞŵ͟ 
(Commons 1924, 5).   

His rationale arises from his historically informed institutionalism:   

 

“ƚĂƌƚŝŶŐ ͙ ǁŝƚŚ ŝŶĚŝǀŝĚƵĂůƐ ƌĂƚŚĞƌ ƚŚĂŶ ƚŚĞ ǁŽƌŬŝŶŐ ƌƵůĞƐ ŽĨ ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͕ ΀ƌĞǀĞƌƐĞĚ΁ 
the historical and the causal sequence ͙ ƚŚĞ ŝŶĨĞƌĞŶĐĞ ŝƐ ƚŚĂƚ ƚŚĞ ǁŽƌŬŝŶŐ ƌƵůĞƐ ǁĞƌĞ 
designed by a rational being for the protection of the preexisting rights and liberties of 

individuals. But, as a matter of fact, the notion of individual rights is historically many 

ƚŚŽƵƐĂŶĚƐ ŽĨ ǇĞĂƌƐ ƐƵďƐĞƋƵĞŶƚ ƚŽ ƚŚĞ ĨƵůů ĚĞǀĞůŽƉŵĞŶƚ ŽĨ ǁŽƌŬŝŶŐ ƌƵůĞƐ ͙ ΀ǁŚŝĐŚ΁ ĂƌĞ 
designed primarily to keep the peace and promote collective action and only 

secondarily to protect rights and liberties. (Commons 1924, 137) 

 

CŽŵŵŽŶƐ͛Ɛ ŝŶƚĞƌĞƐƚ ĐĞŶƚĞƌƐ ŽŶ ƐŽĐŝĞƚŝĞƐ ŝŶ ǁŚŝĐŚ ǀŝƌƚƵĂůůǇ Ăůů ǁĞĂůƚŚ ƚĂŬĞƐ ƚŚĞ ĨŽƌŵ ŽĨ 
privately owned or state-managed property. He asserts that transactions define economic 

behavior in any epoch. All activity of any going concern begins and ends with the purchase or 

ƐĂůĞ ŽĨ ŐŽŽĚƐ Žƌ ƐĞƌǀŝĐĞƐ͕ ĂŶĚ ƚŚŝƐ ĐŽŶĐĞƌŶ͛Ɛ ǁŽƌŬŝŶŐ ƌƵůĞƐ ŵƵƐƚ ĐŽŶĨŽƌŵ ƚŽ ƚŚĞ ƌƵůĞƐ͕ 
obligations, and rights arising from the transactions it undertakes. Transactions are shaped by 

systems of law. The Anglo-AŵĞƌŝĐĂŶ ĐŽƵŶƚƌŝĞƐ ƵƐĞ ƚŚĞ ͞ĐŽŵŵŽŶ-law method of making law by 

ƚŚĞ ĚĞĐŝƐŝŽŶ ŽĨ ĚŝƐƉƵƚĞƐ͟ ;CŽŵŵŽŶƐ ϭϵϯϭ͕ ϲϱϭͿ͘ IĨ ĚŝƐƉƵƚĞƐ ĂƌŝƐĞ͕ ƉĂƌƚŝĞƐ ƚŚĂƚ ĐĂŶŶŽt agree will 

turn to the courts to organize sanctions. The U.S. Supreme Court thus sits at the apex of the 

economy. It declares constitutional what it finds to be reasonable. Commons derives his theory 

of institutional economics from the decisions of the SƵƉƌĞŵĞ CŽƵƌƚ͘ ͞΀T΁ŚĞ ĞĐŽŶŽŵŝƐƚƐ ǁĞŶƚ ŽĨĨ 
on theories of happiness, but courts and lawyers continued on the theory of the common law 

ŽĨ EŶŐůĂŶĚ ĂŶĚ AŵĞƌŝĐĂ͟ ;CŽŵŵŽŶƐ ϭϵϯϲ͕ ϮϯϳͿ͘ FŽƌ CŽŵŵŽŶƐ͕ ƚŚĞŶ͕ ĞĐŽŶŽŵŝĐ ƚŚĞŽƌǇ ŚĂƐ ƚŽ 
ďĞ ďĂƐĞĚ ŽŶ ƚŚĞ ƌĞůĂƚŝŽŶƐŚŝƉ ŽĨ ͞ŵĂŶ ƚŽ ŵĂŶ͕͟ ŶŽƚ ͞ŵĂŶ ƚŽ ŶĂƚƵƌĞ͘͟ BƵƚ ŝƚ ŝƐ ͞ƌĞĂƐŽŶĂďůĞ 
ǀĂůƵĞ͕͟ ŶŽƚ ͞ůĂďŽƌ ǀĂůƵĞ͟ Žƌ ͞ƵƚŝůŝƚǇ͟ ƚŚĂƚ ĐĂŶ ŐƌŽƵŶĚ ŝŶƐƚŝƚƵƚŝŽŶĂů ĞĐŽŶŽŵŝĐƐ ĂƐ ƚŚĞ ĨŝĞůĚ ŽĨ 
͞ŵĞĂƐƵƌĂďůĞ ƌŝŐŚƚƐ͕ ĚƵƚŝĞƐ͕ ůŝďĞƌƚŝĞƐ͕ ĂŶĚ ĞǆƉŽƐƵƌĞƐ ƚŽ ƚŚĞ ůŝďĞƌƚŝĞƐ ŽĨ ŽƚŚĞƌƐ͟ ;CŽŵŵŽŶƐ ϭϵϯϲ͕ 
242). 

͞‘ĞĂƐŽŶĂďůĞ ǀĂůƵĞ͟ ĚŽĞƐ ŶŽƚ ĂƌŝƐĞ ĨƌŽŵ ĂŶǇ ŝŶĚŝǀŝĚƵĂů͛Ɛ ǀŝĞǁ͕ ďƵƚ ŝŶƐƚĞĂĚ ĚĞƌŝǀĞƐ ĨƌŽŵ ͞ƚŚĞ 
CŽƵƌƚ͛Ɛ ĚĞĐŝƐŝŽŶ ŽĨ ǁŚĂƚ ŝƐ ƌĞĂƐŽŶĂďůĞ ĂƐ ďĞƚǁĞĞŶ ƉůĂŝŶƚŝĨĨ ĂŶĚ ĚĞĨĞŶĚĂŶƚ͘ Iƚ ŝƐ ŽďũĞĐƚŝǀĞ͕ 
ŵĞĂƐƵƌĂďůĞ ŝŶ ŵŽŶĞǇ͕ ĂŶĚ ĐŽŵƉƵůƐŽƌǇ͟ ;CŽŵŵŽŶƐ ϭϵϯϲ͕ ϮϰϰͿ͘  ͞HĞŶĐĞ ŝƚ ŝƐ ŶŽƚ ƚŚĞories that 

ŵƵƐƚ ďĞ ŽďĞǇĞĚ͖ ŝƚ ŝƐ ĚĞĐŝƐŝŽŶƐ ͙ ƚŚĞ ĚĞĐŝƐŝŽŶ ŝƐ Ă ĨŝĂƚ ŽĨ ƐŽǀĞƌĞŝŐŶƚǇ͟ ;CŽŵŵŽŶƐ ϭϵϯϲ͕ ϮϰϱͿ͘ 
The court decisions of this sovereign define what is fair, and generate space in which willing 

buyers and sellers can find one another. These decisions also structure rules of four kinds, 

ǁŚŝĐŚ ĚĞůŝŵŝƚ ƚŚĞ ĂĐƚŝŽŶƐ ŽĨ ŝŶĚŝǀŝĚƵĂůƐ ĂŶĚ ŽĨ ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͗ ͞Ă ƌƵůĞ ŽĨ ĐŽŵƉƵůƐŝŽŶ͕ Žƌ duty ͙ 
[then one that defines] what the individual can ĚŽ ͙ ŝƚ ŝƐ Ă ƌƵůĞ ŽĨ ĂƵƚŚŽƌŝǌĂƚŝŽŶ͕ Žƌ ƌŝŐŚƚ ͙ [a 

third defining] what he cannot do ... [it leaves him] in a condition of exposure Žƌ ĚĂŶŐĞƌ ͙ ΀ĂŶĚ͕ 
lastly, a rule that] tells what he may ĚŽ ͙ ŝƚ ŝƐ Ă ƌƵůĞ ŽĨ ƉĞƌŵŝƐƐŝŽŶ͕ ƚŚĂƚ ŝƐ͕ liberty ͙͟ ;CŽŵŵŽŶƐ 
1924, 147-148). 
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CŽŵŵŽŶƐ ƐĞĞƐ ͞ƚŚƌĞĞ ƚǇƉĞƐ ŽĨ ƉĞƌƐŽŶƐ͕ ƚŚĞ ĐŝƚŝǌĞŶ͕ ƚŚĞ ƉƌŝǀĂƚĞ ĐŽŶĐĞƌŶ͕ ĂŶĚ ƚŚĞ ƐƚĂƚĞ͟ 
(Commons 1924, 150).2 EĂĐŚ͕ ĂƐ Ă ŐŽŝŶŐ ĐŽŶĐĞƌŶ͕ ͞ŝƐ ŵŽƌĞ ƚŚĂŶ ĂŶ ĞŶƚŝƚǇ͕ ŝƚ ŝƐ ĐŽůůĞĐƚŝǀĞ ĂĐƚŝŽŶ 
͙ ŝƚ ŝƐ ƚŚĞ ǁŽƌŬŝŶŐ ƌƵůĞƐ ƚŚĂƚ ĚĞĐŝĚĞ ƚŚĞ ĚŝƐƉƵƚĞƐ ĂŶĚ ŬĞĞƉ ƚŚĞ ŵĂƐƐ ƚŽŐĞƚŚĞƌ ŝŶ ƐƵƉƉŽƌƚ ŽĨ ƚŚĞ 
ƌƵůĞƐ͟ ;CŽŵŵŽŶƐ ϭϵϮϰ͕ ϭϱϮͿ͘ “Ž͕ ŝŶƐƚŝƚƵƚŝŽŶĂů ĞĐŽŶŽŵŝĐƐ ŝƐ Ă ͞ŶĂƚŝŽŶĂůŝƐƚ ƚŚĞŽƌǇ ŽĨ ǀĂůƵĞ͕͟ Ă 
͞ĐŽůůĞĐƚŝǀĞ ĂĐƚŝŽŶ ŝŶ ĐŽŶƚƌŽů ŽĨ ŝŶĚŝǀŝĚƵĂů ĂĐƚŝŽŶ͟ (Commons 1936, 246). The nation is defined as 

Ă ƉƵďůŝĐ͕ ǁŚŝĐŚ ĐŽůůĞĐƚŝǀĞůǇ ƉŽƐƐĞƐƐĞƐ ĂŶĚ ŶƵƌƚƵƌĞƐ ƚŚĞ ŶĂƚŝŽŶ͛Ɛ ǁĞĂůƚŚ͗ 
 

The public is not any particular individual, it is a classification of activities in the body 

politic deemed to be of value to the rest of the public, rather than a classification of 

ŝŶĚŝǀŝĚƵĂůƐ͘ AŶǇŽŶĞ ǁŚŽ ĐŽŵĞƐ ĂůŽŶŐ ͞ŝŶĚŝĨĨĞƌĞŶƚůǇ͕͟ ĂŶĚ ŐĞƚƐ ŚŝŵƐĞůĨ ŝŶƚŽ Ă ƉŽƐŝƚŝŽŶ 
where he might perform that class of activity, is the public. His private interests, when 

he gets in that position, are deemed identical with the public interest. (Commons 

1924, 329) 

 

It is apparent that Commons views the economy neither through the lens of class conflict 

or owner-manager conflict. His hope, embedded in his analytics, is that every member of the 

public can add to the value of goods and services exchanged, thus earning their just desserts 

ĂŶĚ ĐŽŶƚƌŝďƵƚŝŶŐ ƚŽ ͞ƚŚĞ ŵĂƐƐ ƚŽŐĞƚŚĞƌ ŝŶ ƐƵƉƉŽƌƚ ŽĨ ƚŚĞ ƌƵůĞƐ͘͟ HĞ ŝŶtroduces the distinction 

ďĞƚǁĞĞŶ ǁĞĂůƚŚ ĂŶĚ ĐŽŵŵŽŶǁĞĂůƚŚ͕ ǁŝƚŚ ƚŚĞ ůĂƚƚĞƌ ƚĞƌŵ ƌĞƉƌĞƐĞŶƚŝŶŐ ƚŚĞ ƐƵŵ ŽĨ ƚŚĞ ĐŝƚŝǌĞŶƐ͛ 
ƉƌŝǀĂƚĞ ĐŽŶĐĞƌŶƐ ĂŶĚ ƚŚĞ ƐƚĂƚĞ͛Ɛ ǁĞĂůƚŚ͘ Iƚ ŝƐ ƚŚĞ ŶĂƚŝŽŶ͛Ɛ ĂƐƐĞƚ͕ ƚŽ ǁŚŝĐŚ Ăůů ƐŚŽƵůĚ ĐŽŶƚƌŝďƵƚĞ͗ 
͞TŚĞ ďĂƐŝĐ ƉƌŝŶĐŝƉůĞ ŽĨ ƚŚĞ ĐŽŵŵŽŶǁĞĂůƚŚ ͙ ΀ǁĂƐ΁ LĞƚ ĂŶǇ ƉĞƌƐŽŶ ŐĞƚ ƌŝĐŚ ŝŶ ƐŽ ĨĂƌ ĂƐ ŚĞ 
enriches the commonwealth, but not insofar as he merely extracts private wealth from the 

ĐŽŵŵŽŶǁĞĂůƚŚ͟ ;CŽŵŵŽŶƐ͕ ϭϵϮϰ͕ ϮϮϳͿ͘ 
WŚĂƚ ĐĂŶ ĚŝƐƚƵƌď ƚŚŝƐ ŚĂƌŵŽŶǇ ŽĨ ŝŶƚĞƌĞƐƚƐ ŝƐ ƚŚĞ ĞǆĞƌĐŝƐĞ ŽĨ ƉŽǁĞƌ͘ TŚĞ ͞ƉŽǁĞƌ ƚŽ 

ǁŝƚŚŚŽůĚ ŽƉƉŽƌƚƵŶŝƚŝĞƐ ŝƐ ĞĐŽŶŽŵŝĐ ƉŽǁĞƌ͕ ĂŶĚ ĂƐƐŽĐŝĂƚĞĚ ƉŽǁĞƌ ŝƐ ŐŽǀĞƌŶŵĞŶƚ͟ ;CŽŵŵŽŶƐ 
1924, 320).  In an extended discussion (Commons 1924, chapter 2), Commons contrasts power 

and opportunity, and argues that when economic power is used to extract an extra margin from 

others, then the income earned does not expand the commonwealth. Such power must be 

ƌĞƐƚƌĂŝŶĞĚ ďǇ ƚŚĞ ĐŽƵƌƚƐ ;ƚŚĞ ͞ĂƐƐŽĐŝĂƚĞĚ ƉŽǁĞƌ͟Ϳ͕ ĞǀĞŶ ƚŚŽƵŐŚ ŝƚ ƌĞĚƵĐĞƐ ƚhe liberty of those 

firms or individuals so as to maximize opportunity. In effect, those who have positional power, 

ŝŶ CŽŵŵŽŶƐ͛Ɛ ǀŝĞǁ͕ ŵƵƐƚ ďĞ ŝŶĚƵĐĞĚ ƚŽ ĨŽĐƵƐ ŽŶ ĂĐƚŝǀŝƚŝĞƐ ƚŚĂƚ ŝŶĐƌĞĂƐĞ ƚŚĞ ĐŽŵŵŽŶǁĞĂůƚŚ 
instead of on activities that restrict the opportunities of less advantageously placed agents.   

 

Commons on the Regulation of Banking and Finance 

 

Commons does not directly discuss the problem of power in finance in Legal Foundations, 

owing largely to his chosen analytical schema. He argues that Western economies have passed 

sequentially through three stages: (i) an agricultural stage, based on landlord and tenant 

relations; (ii) a commercial stage, based on the creditor and debtor; and (iii) an industrial stage, 

based on employer and employee. He does analyze credit in a 1937 essay that intervenes in a 

ĚĞďĂƚĞ ĂďŽƵƚ ĂƐƉĞĐƚƐ ŽĨ JŽŚŶ MĂǇŶĂƌĚ KĞǇŶĞƐ͛Ɛ General Theory (1936). Commons criticizes the 

argument that the economic system can achieve reequilibration through downward-flexible 

prices and a passive set of adjustments facilitated by the banking system. This idea of the 

economy as a self-ĂĚũƵƐƚŝŶŐ ŵĂĐŚŝŶĞ ĐŽŶƚƌĂƐƚƐ ǁŝƚŚ CŽŵŵŽŶƐ͛Ɛ ŝŶƐŝƐƚĞŶĐĞ ŽŶ ǀŝĞǁŝŶŐ ƚŚĞ 
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economy as a nexus of contracts. He attacks the passive role that many economists assign to 

credit in ecŽŶŽŵŝĐ ĂŶĂůǇƐŝƐ͘ HĞ ŽďƐĞƌǀĞƐ ƚŚĂƚ ĐƌĞĚŝƚ ŝƐ ŶŽƚ Ă ͞ĨůŽǁ͗͟ ͞ŝƚ ŝƐ ĂŶ ĂĐƚŝǀĞ ũŽŝŶƚ ĐƌĞĂƚŝŽŶ 
ďǇ ĐŽŶƚƌĂĐƚƐ ŽĨ ĐƌĞĚŝƚƐ ĂŶĚ ĚĞďŝƚƐ ƚŽ ďĞ ůŝƋƵŝĚĂƚĞĚ ďǇ ƉĂǇŵĞŶƚƐ͟ ;CŽŵŵŽŶƐ ϭϵϯϳ͕ ϲϴϱͿ͘  

CŽŵŵŽŶƐ ĂƉƉƌŽǀŝŶŐůǇ ĐŝƚĞƐ KĞǇŶĞƐ͛Ɛ ;ϭϵϯϲ͕ ϴϭͿ ƌĞŵĂƌŬ ƚŚĂƚ ŝƚ ŝƐ ĂŶ ͞ŽƉƚŝĐĂů ŝůůƵƐŝŽŶ͟ ƚŚĂƚ 
ƚŚĞ ƚǁŽ ĂĐƚƐ ŽĨ ƐĂǀŝŶŐ ĂŶĚ ĐƌĞĚŝƚ ĂƌĞ ŽŶĞ͘ HĞ ǁƌŝƚĞƐ͗ ͞TŚŝƐ ŝƐ Ă ƚǁŽ ƐŝĚĞĚ ƚƌĂŶƐĂĐƚŝŽŶ ŽĨ ďƵǇĞƌ 
ĂŶĚ ƐĞůůĞƌ͕ ŵĂĚĞ ƉŽƐƐŝďůĞ ďǇ ƚŚĞ ůĞŐĂů ŝŶǀĞŶƚŝŽŶ ŽĨ ŶĞŐŽƚŝĂďŝůŝƚǇ ŽĨ ĚĞďƚƐ͕͟ ĂŶĚ ƚŚĞƐĞ ĂƌĞ 
͞ĂĐƚŝǀĞ͟ ĞůĞŵĞŶƚƐ ŽĨ ƚŚĞ ĞĐŽŶŽŵǇ͕ ĨŽƌ ǁŚŝĐŚ ͞΀Ĩ΁ŽƌĞĐĂƐƚƐ ŽĨ ƚŝŵĞ ĂƌĞ ŽĨ ƚŚĞŝƌ ĞƐƐĞŶĐĞ͟ 
(Commons 1937, 685-686). Commons comments that the active view he shares with Keynes 

has rightfully led to the strict regulation of finance:  

 

Credit regulation in America has already reached into almost every detail of the private 

banking business. No other business man is entitled to complain more strenuously 

than the banker against government interference. This public control is coming to be 

more or less guided with reference to its effects on the general levels of securities and 

commodity prices. (Commons 1937, 689-690) 

 

TĂŬŝŶŐ Ă ͞ůĂŝƐƐĞǌ-ĨĂŝƌĞ͟ ĂƉƉƌŽĂĐŚ ǁŝůů ĞŶĚ͕ ŚĞ ǁƌŝƚĞƐ͕ ŝŶ ͞Ă ƌĂƚŚĞƌ ƉĂƚŚĞƚŝĐ ĂƉƉĞĂů ƚŽ ďŝŐ 
ďƵƐŝŶĞƐƐ ǀŽůƵŶƚĂƌŝůǇ ƚŽ ƌĞĚƵĐĞ ƉƌŝĐĞƐ͘ TŚĞ ƉƵƌĞ ůŽŐŝĐ ŽĨ ƚŚĞ ĂƌŐƵŵĞŶƚ ŝƐ ŝŶĞƐĐĂƉĂďůĞ͘ ͙ 
Apparently in all fields the business men must actively be taught their own business by 

government through compulsory school attendance. This education includes the field of credit 

ƌĞŐƵůĂƚŝŽŶ͟ ;CŽŵŵŽŶƐ ϭϵϯϳ͕ ϲϵϮͿ͘ HĞƌĞ͕ ǁĞ ƐĞĞ CŽŵŵŽŶƐ ĐůĞĂƌůǇ ĂƉƉůǇŝŶŐ ƚŚĞ ŝŶƐƚŝƚƵƚŝŽŶĂůŝƐƚ 
logic of Legal Foundations: Namely, economic theory that ignores the core characteristics of the 

really existing economy leads to self-deception and public policies destructive to the 

ĐŽŵŵŽŶǁĞĂůƚŚ͘ WƌŝƚŝŶŐ ƚŚƌĞĞ ǇĞĂƌƐ ĂĨƚĞƌ ƚŚĞ FƌĂŶŬůŝŶ DĞůĂŶŽ ‘ŽŽƐĞǀĞůƚ͛Ɛ ϭϬϬ-day New Deal 

ƌĞĨŽƌŵƐ͕ CŽŵŵŽŶƐ͛Ɛ ĚĞƐĐƌŝƉƚŝŽŶ ŽĨ ͞ƉƵďůŝĐ ĐŽŶƚƌŽů͟ ŽĨ ďĂŶŬŝŶŐ ŝŵƉůŝĞƐ ŚŝƐ ĐŽŶĐĞƌŶ ŽǀĞƌ ďĂŶŬƐ͛ 
abuse of their economic power. Yet, he does not elaborate.   

 

National Power, Supranational Power, Community, Household 

 

CŽŵŵŽŶƐ͛Ɛ ĂŶĂůǇƐŝƐ ĂůůŽǁƐ ƵƐ ƚŽ ĂŶĂlyze finance and crises rooted in credit market 

breakdowns from the perspective of the interest of the nation in building its commonwealth 

and in suppressing excessive economic power through the power of its courts. To adapt his 

argument for our purpose, we must extend it in two directions.  

First, Commons does not touch on the problem of supranational economic power. He 

argues that sovereign powers, once they have established rights in property in a nation, can 

ĞǆƉĂŶĚ ĞŝƚŚĞƌ ďǇ ͞ĐŽŶƋƵĞƐƚ Žƌ ƉƵƌĐŚĂƐĞ͘͟ ͞BǇ international treaties it opens up opportunities 

and enforces the bargains of its citizens in all parts of the world. By military preparedness and 

ĚĞĨĞŶƐĞ ŝƚ ƉĞƌƉĞƚƵĂƚĞƐ ƚŚĞƐĞ ĐŽŶƋƵĞƐƚƐ͕ ƉƵƌĐŚĂƐĞƐ͕ ĂŶĚ ƉĞŶĞƚƌĂƚŝŽŶƐ͟ ;CŽŵŵŽŶƐ ϭϵϮϰ͕ ϯϴϲͿ͘ 
He terms the latter Ͷ ͞ƉŽůŝƚŝĐĂů ĞǆƉĂŶƐŝŽŶ͕͟ ŝŶ ĐŽŶƚƌĂƐƚ ƚŽ ͞ƉŽůŝƚŝĐĂů ĞĐŽŶŽŵǇ͟ Ͷ the economic 

relations of the nation as it is. In effect, he does not anticipate any legal power superior to the 

nation-state, which is any transactions that the laws of the state cannot shape in protection of 

its commonwealth.  

Overlooked here is the global expansion of financial relations, across borders, by firms that 

resist national control and, yet, have the capacity to inflict great losses on the nations that 
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charter them. Commons would not be surprised that the worldwide spread of contractual 

claims on securitized loans and on contingent claims in spot, futures, and derivatives markets 

could expose nations and their commonwealths to great risk. What would alarm him is the view 

that the natŝŽŶ ŵƵƐƚ ĂĚŵŝƚ ƚŽ Ă ƐƵƉĞƌŝŽƌ ůĞŐĂů ƉŽǁĞƌ ŝŶ ƵƐŝŶŐ ŝƚƐ ĐŽƵƌƚƐ ƚŽ ƉƌŽƚĞĐƚ ŝƚƐ ĐŝƚŝǌĞŶƐ͛ 
interests. 

“ĞĐŽŶĚ͕ ǁĞ ŶĞĞĚ ƚŽ ĞǆƚĞŶĚ CŽŵŵŽŶƐ͛Ɛ ŶŽƚŝŽŶ ŽĨ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶ͟ ƚŽ ƚǁŽ ĂĚĚŝƚŝŽŶĂů 
ĞĐŽŶŽŵŝĐ ƵŶŝƚƐ͗ ƚŚĞ ĐŽŵŵƵŶŝƚǇ ĂŶĚ ƚŚĞ ŚŽƵƐĞŚŽůĚ͘ CŽŵŵŽŶƐ͛Ɛ ůŝƐƚ ŽĨ ͞ƉĞƌƐŽŶƐ͟ ŝŶcludes the 

individual, the firm, and the (national) state. This reflects perhaps the great historical sweep of 

Legal Foundations, as well as the profound events of the day in which he wrote. However, it is 

ůŽŐŝĐĂů ƚŽ ĂƉƉůǇ ƚŚĞ ŝĚĞĂ ŽĨ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶ͟ ƚŽ Đŝties, towns, and neighborhoods, as these are 

ƐƚƌƵĐƚƵƌĞĚ ĞŶƚŝƚŝĞƐ ƚŚĂƚ ƐƵƉƉŽƌƚ ƚŚĞ ŶĞǆƵƐ ŽĨ ǁĞĂůƚŚ ŐĞŶĞƌĂƚŝŽŶ ŽŶ ǁŚŝĐŚ CŽŵŵŽŶƐ͛Ɛ ĂƚƚĞŶƚŝŽŶ 
ĨŽĐƵƐĞƐ͘ AŶĚ ǁĞ ƐŚŝĨƚ ĨƌŽŵ CŽŵŵŽŶƐ͛Ɛ ͞ŝŶĚŝǀŝĚƵĂů͟ ƚŽ ƚŚĞ ͞ŚŽƵƐĞŚŽůĚ͟ Ăƚ ƚŚĞ ŵŝĐƌŽ-level, 

making explicit the gendered social relations that constitute day-to-day life. Note that because 

they slash cash flows, and thus threaten social roles and everyday survival, financial crises 

ĐůĞĂƌůǇ ƵŶĚĞƌĐƵƚ ĞĐŽŶŽŵŝĐ ƌĞƐŝůŝĞŶĐĞ ĂŶĚ ĐŽŵƉƌŽŵŝƐĞ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ Ăƚ ǀĂƌŝŽƵƐ ƐĐĂůĞƐ͘ 
 

The ͞TƌŝƉůĞ FŝŶĂŶĐŝĂů CƌŝƐŝƐ͟ ŽĨ ƚŚĞ ϭϵϴϬƐ 

 

In considering financial crises, economists tend to focus on their causes Ͷ on how faulty 

market mechanisms could lead arms-length contracts to fail Ͷ and especially, as Carmen 

Reinhart and Kenneth Rogoff (2013) note, on the causes of sovereign debt crises that involve 

borrowing in foreign currency. Little attention is paid to the consequences of financial crises. 

But it is precisely these consequences Ͷ the institutional developments that unfold after the 

outbreak of crisis Ͷ that constitute our focal point here.3 

The U.S. banking system in the post-war period, and through the 1970s, was both tightly 

ĐŽŶƚƌŽůůĞĚ ;ĂƐ ƉĞƌ CŽŵŵŽŶƐ͛Ɛ ϭϵϯϳ ĐŽŵŵĞŶƚ ŝŶ ƚŚĞ ƉƌĞǀŝŽƵƐ ƐĞĐƚŝŽŶͿ ĂŶĚ ĞĐŽŶŽŵŝĐĂůůǇ 
functional. That is, most financial transactions were undertaken by insured depository 

institutions, and they largely provided credit that supported business activity and home 

purchases without excessive losses. The banking system did fall short in meeting the financial 

needs of the commonwealth (taken as a whole) in its widespread use of racial covenants and 

discriminatory practices, which left residents in minority communities with restricted access to 

working capital loans, capital, and homeownership (Chiong 2014; Dymski 2006; Hernandez 

2009). The passage of the Civil Rights Act in 1964 and of two 1970s federal acts, mandating 

community reinvestment, did increase access to credit in these excluded communities, but to a 

limited extent. 

However, before the benefits of this controlled system of finance could be shared with all 

members of the U.S. commonwealth, it was thrown into a triple crisis in the early 1980s. High 

rates of price inflation, combined with two successive recessions and unprecedentedly high 

interest rates, led to a crisis in the housing-finance system. The U.S. system for the provision of 

home-purchase loans, and for home-loan refinancing, relied on a nation-wide system of savings 

ĂŶĚ ůŽĂŶ ĂƐƐŽĐŝĂƚŝŽŶƐ ĂŶĚ ƐĂǀŝŶŐƐ ďĂŶŬƐ ;ƚŚƌŝĨƚƐͿ͘ TŚĞƐĞ ŝŶƐƚŝƚƵƚŝŽŶƐ͛ ďƵƐŝŶĞƐƐ ŵŽĚĞů ĐŽŶƐŝƐƚĞĚ 
of making and holding long-term mortgages that were supported by local savings deposits. As 

interest rates spiked, households pulled their savings into money-market funds. Thrifts had to 

borrow funds in the money markets to cover mortgage loan portfolios locked into much lower 
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interest rates. The thrifts were either insolvent or illiquid or both. Hasty deregulation at the 

federal and state levels led to speculative lending in some states and to runs on thrifts in two 

states (Ohio and Maryland) in 1985.  

The second two elements of the triple crisis were intertwined. Money-center banks had 

been seeking to expand their market shares since the 1960s, but, by the late 1970s, these banks 

had lost many of their larger borrowers to direct credit markets. The dramatic rise of oil prices 

in that decade pointed to the rosy prospects of developing-market economies with substantial 

resources. Most of the money-center banks led lending consortia that competed to expand 

lending in Latin America. One, Continental Illinois of Chicago, focused its attention on Penn 

“ƋƵĂƌĞ BĂŶŬ ŝŶ OŬůĂŚŽŵĂ͕ ǁŝƚŚ ŽǀĞƌ Ψϭ ďŝůůŝŽŶ ůŽĂŶ ƉĂƌƚŝĐŝƉĂƚŝŽŶƐ ŝŶ ƚŚĞ U͘“͘ ͞Žŝů ƉĂƚĐŚ͟ ƐƚĂƚĞƐ 
of Oklahoma, Louisiana, and Texas. In 1982, falling oil prices and spiking interest rates burst the 

͞Žŝů ƉĂƚĐŚ͟ ƐƚĂƚĞƐ͛ ďƵďďůĞƐ͘ TŚŝƐ ůĞĚ ƚŽ ƚŚĞ JƵůǇ ĨĂŝůƵƌĞ ŽĨ PĞŶŶ “ƋƵĂƌĞ BĂŶŬ ĂŶĚ MĞǆŝĐŽ͛Ɛ AƵŐƵƐƚ 
default in 1982. By the end of the same year, a sovereign debt crisis had spread to six Latin 

American nations. 

The resolution of this triple crisis involved two deviations from CŽŵŵŽŶƐ͛Ɛ ǀŝƐŝŽŶ ŽĨ 
governance of the national commonwealth. The first was triggered when the Federal Deposit 

Insurance Corporation (FDIC) provided temporary assistance to Continental Illinois after this 

bank experienced an electronic bank-run in May 1984. TŚĞ FDIC ŝŶƚĞƌǀĞŶĞĚ ƵŶĚĞƌ ĂŶ ͞OƉĞŶ 
BĂŶŬ AƐƐŝƐƚĂŶĐĞ͟ ;OBAͿ ƉƌŽǀŝƐŝŽŶ ƚŚĂƚ ƉĞƌŵŝƚƚĞĚ ŝƚ ƚŽ ĂƐƐŝƐƚ ŝŶƐŽůǀĞŶƚ ďĂŶŬƐ͕ ǁŚŽƐĞ ĐŽŶƚŝŶƵĞĚ 
ĞǆŝƐƚĞŶĐĞ ǁĂƐ ͞ĞƐƐĞŶƚŝĂů͟ ƚŽ ŵĂŝŶƚĂŝŶŝŶŐ ĂĚĞƋƵĂƚĞ ďĂŶŬŝŶŐ ƐĞƌǀŝĐĞƐ ŝŶ ƚŚĞ ĐŽŵŵƵŶŝƚǇ͘ TŚĞ OBA 
mechanism had been used for the first time in the 1970s, when assistance was rendered to 

banks in inner-ĐŝƚǇ ĐŽŵŵƵŶŝƚŝĞƐ͘ TŚŽƐĞ OBA ŝŶƚĞƌǀĞŶƚŝŽŶƐ ĐĂŶ ďĞ ƵŶĚĞƌƐƚŽŽĚ͕ ŝŶ CŽŵŵŽŶƐ͛Ɛ 
terminology, as means of insuring that all individuals have full access (in this case, through the 

credit market) to opportunities that can add to the commonwealth.  

This provision was then used in 1980 to assist the 23rd largest U.S. bank, First Pennsylvania 

Bank. Since no Pennsylvania bank was large enough to acquire this bank Ͷ and since strict 

prohibition against inter-state bank acquisitions were in place Ͷ OBA intervention was justified 

on the basis that it would prevent disruptions in the regional and national banking market. The 

OBA provision was then used fourteen times in the 1981ʹ1983 period, and ninety-eight more 

times in the 1987ʹ1988 period (the peak years of insolvency problems for commercial banks). 

In effect, the rationale for OBA intervention was expanded to include the avoidance of market 

disruptions. Government powers could be used to maintain the systemic integrity of the 

financial system.  

On May 11, 1984, two days after the Continental Illinois bank-run, Continental borrowed 

$3.6 billion at the reserve window of the Chicago Federal Reserve Bank. Sixteen large banks (led 

by Morgan Guaranty) supplemented this with a $5 billion line of credit on May 14 the same 

year. A buyer that would step in and end this interim arrangement was sought, but not found. 

The obvious solution was liquidation. But Continental, chartered in Illinois Ͷ Ă ͞ŽŶĞ-ďƌĂŶĐŚ͟ 
state Ͷ depended heavily on borrowed funds provided by foreign wealth holders and large 

domestic banks. Liquidation, by imposing losses on liability-holders across the globe, would 

threaten large U.S. banks already weakened by the Latin American debt crisis. Liquidation 

imposing losses on global liability holders would threaten their access to overseas borrowed 

funds markets. 

On September 19, 1984, Comptroller of the Currency, C.T. Conover, testified before 
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CŽŶŐƌĞƐƐ ƚŚĂƚ ĞůĞǀĞŶ ďĂŶŬƐ ŚĂĚ ďĞĐŽŵĞ ͞ƚŽŽ ďŝŐ ƚŽ ĨĂŝů͘͟ HĞ ĞǆƉůĂŝŶĞĚ͗ ͞Had Continental failed 

and been treated in a way in which depositors and creditors were not made whole, we could 

very well have seen a national, if not an international, financial crisis, the dimensions of which 

ǁĞƌĞ ĚŝĨĨŝĐƵůƚ ƚŽ ŝŵĂŐŝŶĞ͟ (Conover 1984, 288). The next day, a Wall Street Journal article 

(Carrington 1984) named the eleven banks. Six days later, a resolution for Continental was 

announced. 

CƌĞĂƚŝŶŐ Ă ͞ƚŽŽ ďŝŐ ƚŽ ĨĂŝů͟ ĐĂƚĞŐŽƌǇ ŽĨ ůĂƌŐĞ ďĂŶŬƐ ƌĞƐƚƌŝĐƚĞĚ ƚŚĞ ĨĞĚĞƌĂů ŐŽǀĞƌŶŵĞŶƚ͛Ɛ 
ĐĂƉĂĐŝƚǇ ƚŽ ŝŶƐƵƌĞ ƚŚĂƚ ƚŚĞƐĞ ĐŽƌƉŽƌĂƚĞ ƉĞƌƐŽŶƐ͛ ĂĐƚŝŽŶƐ ĞŶŚĂŶĐĞĚ ƚŚĞ ŶĂƚŝŽŶĂů ĐŽŵŵŽŶǁĞĂůƚŚ͘ 
TŚĞƐĞ ĞŶƚŝƚŝĞƐ ǁŽƵůĚ ďĞ ƉƌŽƚĞĐƚĞĚ ĂƐ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ ĞǀĞŶ ǁŚĞŶ ƉƌĞĐŝƉŝƚŽƵs actions they 

undertook, because of their size and reach, subtracted wealth from the commonwealth. This 

ƉƌŽƚĞĐƚŝŽŶ ďĞŐĂŶ ƚŽ ƌĞĐŽŐŶŝǌĞ Ă ƉŽǁĞƌ ͞ŚŝŐŚĞƌ͟ ƚŚĂŶ ƚŚĞ ŶĂƚŝŽŶ͗ ŐůŽďĂů ĨŝŶĂŶĐŝĂů ŵĂƌŬĞƚƐ͘ IŶ 
ϭϵϴϵ͕ ƚŚŝƐ ůĞĚ ƚŽ Ă ƐĞĐŽŶĚ ĐŽŶƚƌĂǀĞŶƚŝŽŶ ŽĨ CŽŵŵŽŶƐ͛Ɛ ǀŝƐŝon: the creation of Brady bonds with 

fiscal supports organized by the federal government. 

After the 1982 Latin American defaults, several rounds of rolling over the unpaid debt had 

come to naught. Since the large U.S. banks involved had outstanding unpaid loans that were 

more than double their capital levels, this constituted a Damoclean sword hanging over the 

heart of the U.S. banking system. By 1986, some fifteen countries had had debt problems. The 

then Treasury Secretary, James Baker, proposed new rounds of bank- and international 

financial institution lending to these countries. The Baker Plan failed, largely because of 

ĐŽůůĞĐƚŝǀĞ ĂĐƚŝŽŶ ƉƌŽďůĞŵƐ ƚŚĂƚ ĞŵĞƌŐĞĚ ĂŵŽŶŐ ĐƌĞĚŝƚŽƌƐ͘ WŚŝůĞ ŝƚ ǁĂƐ ŝŶ Ăůů ĐƌĞĚŝƚŽƌƐ͛ ŝŶƚĞƌĞƐƚ 
to resolve the debt non-payment problems, any particular resolution might not be in any 

ŝŶĚŝǀŝĚƵĂů ďĂŶŬ͛Ɛ ŝŶƚĞƌĞƐƚ͘ GŝǀĞŶ ƚŚĞ ĚŝǀĞƌƐĞ ĐŚĂƌĂĐƚĞƌŝƐƚŝĐƐ ŽĨ ƚŚĞ ĐƌĞĚŝƚŽƌƐ ŝŶǀŽůǀĞĚ͕ ĂŶĚ ƚŚĞ 
ĐŽŶƚƌĂĐƚƐ ƚŚĞǇ ŚĂĚ ƐŝŐŶĞĚ͕ ƉƌŽďůĞŵƐ ŝŶ ŶĞŐŽƚŝĂƚŝŶŐ ĂƐ Ă ŐƌŽƵƉ ĂŶĚ ŝŶ ͞ĨƌĞĞ-ƌŝĚŝŶŐ͟ ďůŽĐŬĞĚ 
progress toward a universally acceptable solution (Spiegel 1996). 

Lee C. Buchheit, among other analysts, framed these problems in a way that has shaped 

the subsequent terrain of globalized lending.4 Buchheit pointed out that the long-held belief in 

Ă ͞ĐŽŵŵƵŶŝƚǇ ŽĨ ŝŶƚĞƌĞƐƚ ĂŵŽŶŐ ďĂŶŬĞƌƐ͟ ƌĞŐĂƌĚŝŶŐ ǁŚĂƚ ǁĂƐ ƚŚĞŶ ĐĂůůĞĚ ďĂŶŬ ͞ůŽĂŶ ƐƵď-

ƉĂƌƚŝĐŝƉĂƚŝŽŶƐ͟ ŚĂĚ ďĞĞŶ ďĂĚůǇ ƐŚĂŬĞŶ͘ AĨƚĞƌ ͞ƚŚĞ PĞŶŶ “ƋƵĂƌĞ BĂŶŬ ĨĂŝůƵƌĞ͕ ďĂŶŬĞƌƐ ƐĞĞŵ ůĞƐƐ 
eager to presume a level of competence and straightforwardness on the part of their fellow 

ďĂŶŬĞƌƐ͟ ;Buchheit 1986, 150), a situation only exacerbated by the recent round of sovereign 

ĚĞďƚ ƌĞƐƚƌƵĐƚƵƌŝŶŐƐ͘ ͞TŚĞƐĞ ǁŽƌƌŝĞƐ ǁĞƌĞ ƉƌĞƐĞŶƚ ĞǀĞŶ ŝŶ ͚ŝŶŶŽĐĞŶƚ͛ ĚĂǇƐ ŽĨ ƚŚŝƐ ŵĂƌŬĞƚ͘ IŶ 
practice, these traditional problems recur with a frequency that is sufficient to make their 

ŽǀĞƌƐŝŐŚƚ ďǇ ůĂǁǇĞƌƐ ŚĂǌĂƌĚŽƵƐ͟ ;Buchheit 1986, 151). 

A CŽŵŵŽŶƐ ƐŽůƵƚŝŽŶ ǁĂƐ ƌƵůĞĚ ŽƵƚ ďǇ ƚŚĞ ŵƵƌŬǇ ƚĞƌƌĂŝŶ ŽĨ ͞ĐŽŶĨůŝĐƚ-of-ůĂǁƐ͟ ;GƌƵƐŽŶ 
ϭϵϴϴͿ͘ ‘ĞƐŽůǀŝŶŐ ƐƵĐŚ Ă ĐŽŶĨůŝĐƚ ƌĞƋƵŝƌĞƐ Ă ĨŝŶĚŝŶŐ ďǇ ŽŶĞ ŶĂƚŝŽŶ͛Ɛ ĐŽƵƌƚ ƚŚĂƚ ƚŚĞ ŝŶƚĞƌĞƐƚƐ ŽĨ ƚŚĞ 
parties over which it has coverage are more vitally at stake than those of other parties, with the 

concurrence of all the other national courts involved. This would be unlikely in any one case, 

and, if achieved, unlikely to rule out future conflicts, given the diversity of contracts and parties 

ŝŶǀŽůǀĞĚ͘ TŚŝƐ ŝƐ ƉƌŽďůĞŵĂƚŝĐ ŝŶ ƚŚĂƚ ͞[c]ertainty and predictability in contract law and satisfying 

the reasonable and legitimate expectations of the parties as reflected in their agreement are 

the primary desires of partŝĞƐ ĞŶƚĞƌŝŶŐ ŝŶƚŽ ĐŽŵŵĞƌĐŝĂů ĂŐƌĞĞŵĞŶƚƐ͟ ;Gruson 1988, 561). 

BƵĐŚŚĞŝƚ ŽďƐĞƌǀĞĚ͗ ͞IĨ ĞǀĞƌ ƚŚĞƌĞ ǁĂƐ Ă ƚŝŵĞ ĨŽƌ ŝŶŐĞŶƵŝƚǇ ĂŶĚ ĐƌĞĂƚŝǀŝƚǇ ŝŶ ŵĂŶĂŐŝŶŐ ƚŚĞ 
so-ĐĂůůĞĚ ͚ĚĞďƚ ĐƌŝƐŝƐ͕͛ ŶŽǁ ŝƐ ƚŚĞ ƚŝŵĞ͘ TŚĞ ĐŽŶǀĞŶƚŝŽŶĂů ƌĞŵĞĚǇ ͙ ŚĂƐ ĂůƌĞĂĚǇ ďĞĞŶ ĞǆŚĂƵƐƚĞĚ 
for many debtor countries.  Absent sensible alternative remedies, the possibility of outright 
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ĚĞĨĂƵůƚ Žƌ ĚĞďƚ ƌĞƉƵĚŝĂƚŝŽŶ ŝŶĐƌĞĂƐĞƐ ĚƌĂŵĂƚŝĐĂůůǇ͟ ;BƵĐŚŚĞŝƚϭϵϴϴĂ͕ ϯϵϵͿ͘  HĞ ĂƌŐƵĞĚ ƚŚĂƚ ǁŚŝůĞ 
ĞǀĞŶƚƐ ŵĂǇ ŐĞŶĞƌĂƚĞ ĐŽŶĚŝƚŝŽŶƐ ĨŽƌ Ă ͞ŐůŽďĂů ƐŽůƵƚŝŽŶ͕͟ ŝƚ ǁŽƵůĚ ďĞ ǁŝƐĞ ƚŽ ͞ĚĞůŝďĞƌĂƚĞůǇ ůŝŵŝƚ 
΀ĚŝƐĐƵƐƐŝŽŶ΁ ƚŽ ƚŚĞ ƚĂĐƚŝĐĂů͕ ƌĂƚŚĞƌ ƚŚĂŶ ƚŚĞ ƐƚƌĂƚĞŐŝĐ͕ ĂƐƉĞĐƚƐ ŽĨ ƚŚĞ ƉƌŽďůĞŵ͟ ;BƵĐŚŚĞŝƚϭϵϴϴĂ͕ 
371). 

LĞĞ C͘ BƵĐŚŚĞŝƚ ĂŶĚ ‘ĂůƉŚ ‘ĞŝƐŶĞƌ ;ϭϵϴϴͿ ĚĞƐĐƌŝďĞ ĂƐ Ă ͞ĨĂŝƌǇ ƚĂůĞ͟ Ă ƐŝƚƵĂƚŝŽŶ ďĞĨŽƌĞ Ă 
judicial tribunal where an advocate for a party involved in a sovereign debt restructuring 

ĂĚĚƌĞƐƐĞƐ ƚŚĞŝƌ ƌĞŵĂƌŬƐ͘ ͞TŽ ƚŚĞ IŶƚĞƌŶĂƚŝŽŶĂů BĂŶŬŝŶŐ CŽŵŵƵŶŝƚǇ͗͟ 
 

For example, the hundreds or thousands of credits that purport to be covered by a 

restructuring request will have been separately negotiated between borrowers (both 

ƉƵďůŝĐ ĂŶĚ ƉƌŝǀĂƚĞ ƐĞĐƚŽƌͿ ĂŶĚ ŝŶĚŝǀŝĚƵĂů ďĂŶŬƐ Žƌ͕ ŝŶ ƐŽŵĞ ĐĂƐĞƐ͕ ͞ƐǇŶĚŝĐĂƚĞƐ͟ ŽĨ 
ďĂŶŬƐ͛ ůĞŶĚŝŶŐ ƉƵƌƐƵĂŶƚ ƚŽ Ă ƐŝŶŐůĞ ůŽĂŶ ĂŐƌĞĞŵĞŶƚ͘ TŚĞƐĞ ďĂŶŬƐ͕ ůŽĐĂƚĞĚ ŝŶ ĐŽƵŶƚƌŝĞƐ 
all over the world, are subject to differing regulatory and disclosure regimes, and have 

distinct lending and credit review policies and widely divergent practices in important 

areas such as loan loss reserve provisioning. (Buchheit and Reisner 1988, 493) 

 

So, the international banking community has been forced into ͞Ă ƌĂƚŚĞƌ ƵŶĞĂƐǇ 
ĐŽŶĨĞĚĞƌĂƚŝŽŶ͗͟ 
 

The enormity and complexity of sovereign debt problems preclude individual banks 

from negotiating adjustments to their own credit exposure in isolation from fellow 

lenders. Unanimous participation by the banking community in these affairs, however, 

was thought achievable only if very strict assurances could be given that all similarly 

situated lenders would be treated equally. The banking community pursued the goal of 

equal treatment by incorporating into restructuring agreements certain contractual 

provisions that, in their original form, were designed to regulate the behavior and 

status of various lenders to a particular borrower. In the restructuring context, 

however, these provisions are significantly expanded in an effort to regulate the 

behavior and status of all commercial bank lenders to all borrowers in a debtor 

country. (Buchheit and Reisner 1988, 494) 

 

TŚĞ ĂƵƚŚŽƌƐ ĞŵƉŚĂƐŝǌĞ ƚŚĂƚ ͞patterns of accepted inter-creditor behavior in these 

circumstances have evolved without any statutory or regulatory guidelines for reorganizing the 

financial affairs of a sovereign borrower comparable to domestic bankruptcy or insolvency laws. 

What has happened, therefore, has happened only through a consensus among the 

participants, without the benefit of any outside policy-making authority or enforcement 

ŵĞĐŚĂŶŝƐŵ͟ ;BƵĐŚŚĞŝƚ ĂŶĚ ‘ĞŝƐŶĞƌ ϭϵϴϴ͕ ϰϵϰͿ͘  IŶ ĐŽŶĐůƵƐŝŽŶ͗  
 

The effect of the sovereign debt crisis on inter-creditor relationships has been dramatic 

and rapid. The international banking community has learned to act as a more or less 

unitary creditor group. The international banking community has also devised methods 

to suppress anxieties regarding preferential treatment of certain individual banks, 

encourage unanimous participation in exercises that are by their nature unanimously 

unpopular, and discipline those members of the community who may show tendencies 
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toward unacceptably unilateral behavior. (Buchheit and Reisner 1988, 516)  

 

Iƚ ƌĞŵĂŝŶĞĚ ƚŽ ďĞ ƐĞĞŶ ǁŚĞƚŚĞƌ ͞Ă ƌĞƐŝĚƵĂů ƚĞŶĚĞŶĐǇ ƚŽǁĂƌĚ ĐŽůůĞĐƚŝǀĞ ďĞŚĂǀŝŽƌ͟ ;BƵĐŚŚĞŝƚ 
and Reisner 1988, 517) would persist after the current round of problems was resolved. The 

ŝŶƚĞƌŶĂƚŝŽŶĂů ďĂŶŬĞƌƐ ǁĞƌĞ ĂŐƌĞĞĚ͕ ŚŽǁĞǀĞƌ͕ ƚŚĂƚ ͞ĐƌĞĚŝƚ ĂŐƌĞĞŵĞŶƚƐ ƐŚŽƵůĚ ƌĞĨůĞĐƚ ƚŚĞ ďĂŶŬƐ͛ 
entitlement to regard themselves as lenders to the country as a whole, not just separate 

ďŽƌƌŽǁĞƌƐ ǁŝƚŚŝŶ ƚŚĞ ĐŽƵŶƚƌǇ͟ ;BƵĐŚŚĞŝƚ ĂŶĚ ‘ĞŝƐŶĞƌ ϭϵϴϴ͕ ϱϭϳͿ͘ 
This discourse provided the context within which Brady bonds were created in March 1989 

for thirteen nations embroiled in the 1980s sovereign-debt crisis. Banks unloaded their 

sovereign loans, converting them into bonds they continued to hold or sell off to other 

investors. Individual contracts were then structured for those carrying on as creditors of 

existing claims. The U.S. Treasury provided thirty-year zero-coupon bonds as collateral in many 

cases, with borrower countries purchasing these bonds with International Monetary Fund (IMF) 

and World Bank financing, or with their own reserves. In some cases, payment was guaranteed 

by double-AA securities held at the Federal Reserve Bank of New York. The diverse resolutions 

ĂǀĂŝůĂďůĞ ĞůŝŵŝŶĂƚĞĚ ƚŚĞ ͞ŚŽůĚŽƵƚ͟ ƉƌŽďůĞŵ͘ WŚŝůĞ ƚŚĞ ĨŽƌŵĂů BƌĂĚǇ ƉƌŽĐĞƐƐ ĞŶĚĞĚ ŝŶ ƚŚĞ 
1990s, the mechanisms and conventions created for this program have been carried on after 

the Brady program had officially ended.5 

TŚĞ ƌĞĐƌƵŝƚŵĞŶƚ ŽĨ ƚŚĞ FĞĚĞƌĂů ‘ĞƐĞƌǀĞ ƚŽ ƚŚĞ ĐĂƵƐĞ ŽĨ ƵŶĚĞƌǁƌŝƚŝŶŐ ďĂŶŬƐ͛ ƐƚƌĂƚĞŐŝĐ ŶĞĞĚƐ 
was not restricted to the Brady bond incident. In 1998, the Federal Reserve preapproved the 

impending merger of Citibank and Travelers Group, giving the parties an eighteen-month-

window within which the passage of a law removing the Glass-Steagall prohibition of the 

intermixing of commercial and investment banking would be required. The Gramm-Bliley-Leach 

(or Financial Services Modernization) Act of 1999 provided the necessary legal change. Insofar 

as financial deregulation and consolidation had been on the national policy agenda since 1980, 

ƚŚĞ FĞĚĞƌĂů ‘ĞƐĞƌǀĞ͛Ɛ ĂĐƚŝŽŶ ǁĂƐ ƵŶĚĞƌƐƚĂŶĚĂďůĞ͕ ŝĨ ŶŽƚ ĂĚŵŝƌĂďůĞ͘ LĞƐƐ ĨŽƌŐŝǀĂďůĞ Śas been the 

FĞĚĞƌĂů ‘ĞƐĞƌǀĞ͛Ɛ ƉĂƐƐŝǀŝƚǇ ƌĞŐĂƌĚŝŶŐ ƐƵďƉƌŝŵĞ ůĞŶĚŝŶŐ͕ ĚŝƐĐƵƐƐĞĚ ďĞůŽǁ͘  
“ŽŵĞ ĨƵƌƚŚĞƌ ĂŶĂůǇƐŝƐ ŽĨ ƚŚĞƐĞ ƚǁŽ ƚŚƌĞĂĚƐ ŽĨ ϭϵϴϬƐ͛ ƚƌŝƉůĞ ĐƌŝƐŝƐ ŝƐ ǁĂƌƌĂŶƚĞĚ ďĞĨŽƌĞ ǁĞ 

move on to the subprime mortgage crisis, which emerged from the resolution of the third 

ƚŚƌĞĂĚ͘ Iƚ ŝƐ ŝŵŵĞĚŝĂƚĞůǇ ĐůĞĂƌ ƚŚĂƚ BƌĂĚǇ ďŽŶĚƐ ͞ƐŽůǀĞĚ͟ ĂŶ ŽƚŚĞƌǁŝƐĞ ƵŶƌĞƐŽůǀĂďůĞ ĐŽůůĞĐƚŝǀĞ 
action problem thrown up by conflicts of law in the international sphere. It was a resolution by 

non-solution, following a long legal tradition (Bechheit, Gulati and Mody 2002). But its price 

was the further dilution of the place of the nation-ƐƚĂƚĞ ĂƐ ĞŶǀŝƐŝŽŶĞĚ ŝŶ CŽŵŵŽŶƐ͛Ɛ 
commonwealth idea. While Brady contracts were agreed separately, they were feasible 

because of the validation of the power over global finance Ͷ hence over the legal authority of 

the nation-state Ͷ ŽĨ ǁŚĂƚ BƵĐŚŚĞŝƚ ĐĂůůĞĚ Ă ͞ƵŶŝƚĂƌǇ ĐƌĞĚŝƚŽƌ ŐƌŽƵƉ͘͟ FƵƌƚŚĞƌ͕ ƚŚĞ U͘“͘ ďĂŶŬƐ 
ŵŽƐƚ ŝŶǀŽůǀĞĚ ŝŶ ƚŚŝƐ ǁŽƌŬŽƵƚ ǁĞƌĞ ƉƌĞĐŝƐĞůǇ ƚŚŽƐĞ ĚĞĨŝŶĞĚ ĂƐ ͞ƚŽŽ ďŝŐ ƚŽ ĨĂŝů͟ ŝŶ ϭϵϴϰ͘ 
Ironically, creating a feĂƐŝďůĞ ƐŽůƵƚŝŽŶ ƌĞƋƵŝƌĞĚ ƚŚŝƐ ŐƌŽƵƉ͛Ɛ ĐŽŽƌĚŝŶĂƚŝŽŶ ŽƵƚƐŝĚĞ ŽĨ ƚŚĞ ƵŵďƌĞůůĂ 
of law, and outside of the sphere of the lawyers, as (lawyer) Buchheit acerbically pointed out.  

This gave these banks Ͷ if not a cabal, then a motivated interest group Ͷ the freedom to 

ŵĂŶĂŐĞ ǁŚĂƚ ŚĂƐ ďĞĞŶ ĂŶ ƵŶŵĂŶĂŐĞĂďůĞ ƉƌŽďůĞŵ ĨƌŽŵ ƚŚĞ ǀŝĞǁƉŽŝŶƚ ŽĨ ĞǀĞƌǇ ŶĂƚŝŽŶ͛Ɛ 
interest in preserving (if not enhancing) its own commonwealth. The contractual lock-ins rooted 

in the original loan agreements from the 1970s and 1980s, and the possibiůŝƚǇ ŽĨ ͞ŚŽůĚŽƵƚ͟ 
ƉƌŽďůĞŵƐ͕ ŵĂŬĞ ŝŵƉŽƐƐŝďůĞ ĂŶǇ ĐůĞĂŶ ĂŶĚ ƵŶŝǀĞƌƐĂů ƐŽůƵƚŝŽŶ ŽĨ Ă ͞ŽŶĞ ƐŝǌĞ ĨŝƚƐ Ăůů͟ ǀĂƌŝĞƚǇ͘ 
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Bankers generate a mutually advantageous outcome by acting as a single interest on the 

͞ůĞŶĚĞƌƐ͛ ƐŝĚĞ ŽĨ ƚŚĞ ƚĂďůĞ͟ ŝŶ ŶĞŐŽƚŝĂƚŝŽŶƐ ǁŝƚŚ ŝŶĚŝǀŝĚƵal borrowers that actually cannot be 

resolved. They avoid any joint-action cabal by borrowers Ͷ that is, any systematic effort to 

undo the complexity of deals made in the past with a single write-down bargain. They also 

avoid the prospect of continual renegotiations carrying forward into the future. With the Brady 

bond solutions, the deals have all been cut, and these will end only in debt repayment or debt 

ƌĞƉƵĚŝĂƚŝŽŶ͘ TŚĞ ͞ĐĞƌƚĂŝŶƚǇ͟ ƚŚĂƚ ǁĂƐ ŝŶĚŝĐĂƚĞĚ ĂƐ ƐŽ ŶĞĐĞƐƐĂƌǇ ŝŶ ƚŚĞ ŚĞŝŐŚƚ ŽĨ ƚŚĞ ĐƌŝƐŝƐ ǁĂƐ 
achieved. 

The principles laid down in the Brady bond outcome Ͷ ďĂŶŬĞƌƐ͛ ƵŶŝƚǇ ŝŶ ĐŽŶƐƚŝƚƵƚŝŶŐ Ă 
distinct interest; the opacity of the deals that banks make to preserve the integrity of the 

financial relationships they have constructed; the priority given to private negotiations between 

parties and counterparties in globalized financial markets over and above the interests of the 

citizens and non-financial businesses in nations whose financial representatives may be parties 

or counterparties Ͷ are of crucial importance. These principles define an approach to the 

ĐŽĞǆŝƐƚĞŶĐĞ ŽĨ ŐůŽďĂů ĨŝŶĂŶĐĞ ĂŶĚ ŶĂƚŝŽŶ ƐƚĂƚĞƐ ƚŚĂƚ ƐƵďũĞĐƚƐ CŽŵŵŽŶƐ͛Ɛ ŶĂƚŝŽŶĂů 
commonwealths to the prior claims of what is evidently a higher power in the neoliberal era Ͷ 

international markets. 

 

Subprime Lending as a Brady Bond Solution 

 

The thrift crisis led to further financial deregulation and to the construction of an almost fully 

securitization-based Ͷ and eventually much riskier Ͷ system of housing finance.6 Mortgage 

ĐŽŵƉĂŶŝĞƐ ƚŽŽŬ ƚŚĞ ůĞĂĚ͘ IŶŝƚŝĂůůǇ͕ ƚŚĞǇ ĨŽĐƵƐĞĚ ŽŶ ƉĂĐŬĂŐŝŶŐ ͞ƉůĂŝŶ ǀĂŶŝůůĂ͟ ůŽĂŶ ŽĨĨĞƌƐ ƚŚĂƚ 
FNMA and FHLMC were willing to underwrite and sell off on the mortgage-backed securities 

(MBS) market.7 Deregulation permitted the creation of new savings vehicles, such as private 

equity and hedge funds, many of which focused on high-return investments. The growth of 

private market underwriting and the 1994 invention of credit default swaps permitted 

mortgage companies to offer riskier mortgages, with higher rates, trigger clauses, and higher 

ĨĞĞƐ ĂŶĚ ƉĞŶĂůƚŝĞƐ ƚŚĂŶ ͞ƉůĂŝŶ ǀĂŶŝůůĂ͟ ŝŶƐƚƌƵŵĞŶƚƐ͘ TŚĞ ŵĂƌŬĞƚ ĐĞŶƚƌĂůŝǌĞĚ͕ ĂŶĚ ƚŚĞ ǀŽůƵŵĞ ŽĨ 
subprime loans and other forms of predatory lending exploded as the financial markets (at the 

hub of which were the survŝǀŝŶŐ ͞ƚŽŽ ďŝŐ ƚŽ ĨĂŝů͟ ŵĞŐĂďĂŶŬƐͿ ĞǆƉĂŶĚĞĚ ƚŚĞ ƐĐŽƉĞ ĂŶĚ ĚĞƉƚŚ ŽĨ 
the markets for mortgage (and non-mortgage) securitization. The plentiful liquidity available to 

Wall Street encouraged megabanks to increase their leverage and off-balance sheet positions. 

A range of new derivatives markets based on real or synthetic securities provided expanded 

opportunities for zero-sum speculation. 

TŚŝƐ ďƌŝŶŐƐ ƵƐ ƚŽ Ă ƚŚŝƌĚ ĚĞǀĞůŽƉŵĞŶƚ ƚŚĂƚ ĞƌŽĚĞĚ CŽŵŵŽŶƐ͛Ɛ ŶĂƚŝŽŶ-state-as-protector-of-

the-commonwealth framework in this period. As described in detail elsewhere (Dymski 2006; 

Hernandez 2009), it was no secret that the subprime and predatory lending emerging in the 

1990s often corroded the welfare of individuals and households, especially in lower-income and 

minority communities. A number of state-level initiatives, aimed at the worst lending market 

ĂďƵƐĞƐ͕ ǁĞƌĞ ďůŽĐŬĞĚ ďǇ ĨĞĚĞƌĂů ĐŽƵƌƚƐ ďĞĐĂƵƐĞ ƚŚĞǇ ĐŽŶƚƌĂǀĞŶĞĚ ƚŚĞ U͘“͘ CŽŶƐƚŝƚƵƚŝŽŶ͛Ɛ 
interstate commerce clause. The U.S. Congress remedied this by passing the Home Ownership 

and Equity Protection Act of 1994. However, the Federal Reserve, under Alan Greenspan, 

refused to promulgate regulations implementing the provisions of this act giving the Federal 
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‘ĞƐĞƌǀĞ ƚŚĞ ĂƵƚŚŽƌŝƚǇ ƚŽ ͞ƉƌŽŚŝďŝƚ ƵŶĨĂŝƌ Žƌ ĚĞĐĞƉƚŝǀĞ ůĞŶĚŝŶŐ͟ ŽŶ ƚŚĞ ďĂƐŝƐ that the purposes of 

this Act were not clear (Dymski 2011a). This provision was implemented by his successor, Ben 

Bernanke Ͷ and then only on a limited class of loans Ͷ in July 2008 (McCoy, Pavlov and 

Wachter 2009, 500-501). The collapse of the subprime market, already in motion, brought 

down the U.S. financial system two months later. 

However unclear the legislative intent to penalize or reduce predatory lending may be, 

chairman Greenspan need only have looked more carefully at the implications of continuing 

developments in overseas borrowing markets. The sovereign debt market continued to grow 

explosively, even though Ͷ as Buchheit (1999) pointed out Ͷ the rights and duties of creditors 

and debtors remain undefined, and bond buyers tend to be even less well-informed than 

ďĂŶŬĞƌƐ ĂďŽƵƚ ƵŶĚĞƌůǇŝŶŐ ƌŝƐŬƐ͘ Aůů ƚŚŝƐ ƐƵŐŐĞƐƚĞĚ ƚŚĂƚ Ă ͞ŶĞǁ ĨŝŶĂŶĐŝĂů ĂƌĐŚŝƚĞĐƚƵƌĞ͟ ĨŽƌ ŐůŽďĂů 
ĨŝŶĂŶĐĞ ǁĂƐ ŶĞĞĚĞĚ͘ BƵĐŚŚĞŝƚ ŽďƐĞƌǀĞĚ ƚŚĂƚ ǁŚŝůĞ ƚŚŝƐ ŚĂĚ ďĞĞŶ ͞talked about at extraordinary 

ůĞŶŐƚŚ ĨŽƌ ƚŚĞ ůĂƐƚ ƚǁŽ ǇĞĂƌƐ͕͟ ͞it is not yet clear how many concrete changes the official sector 

ǁŝůů ŝŶƐŝƐƚ ƵƉŽŶ ĂŶĚ ƚŚĞ ƉƌŝǀĂƚĞ ƐĞĐƚŽƌ ǁŝůů ĂĐĐĞƉƚ͟ ;Buchheit 1999, 229).8  

But financial markets were not biding their time until that new architecture was in place. 

To the contrary, while the Brady bonds represented Ͷ ĨƌŽŵ BƵĐŚŚĞŝƚ͛Ɛ ƉŽŝŶƚ ŽĨ ǀŝĞǁ Ͷ a set of 

idiosyncratic and unique solutions to evolving real-world governmental dilemmas, the markets 

found a way to normalize these idiosyncratic deals. As, In-Mee Baek, Arindam Bandopadhyaya, 

and Chan Du ;ϮϬϬϱͿ ƐŚŽǁ͕ Ă ͞ƐƚƌŝƉƉĞĚ ǇŝĞůĚ ƐƉƌĞĂĚ͟ ĐĂŶ ďĞ ŐĞŶĞƌĂƚĞĚ ĨŽƌ ƚŚĞƐĞ ďŽŶĚƐ͕ 
ƉĞƌŵŝƚƚŝŶŐ Ă ĐĂůĐƵůĂƚŝŽŶ ŽĨ ͞ƚŚĞ ŵĂƌŬĞƚ͛Ɛ͟ ĂƐƐĞƐƐŵĞŶƚ ŽĨ ƚŚĞŝƌ ƌŝƐŬ͘9 According to Gergana 

Jostova (2006), there were $100 billion in Brady bonds outstanding in 2001, and trading volume 

on these instruments was $1 trillion in 1993 and $2.7 trillion in 1996. Baek, Bandopadhyaya, 

and Du (2005) reported $200 billion outstanding in 2005. The extensive trading permits 

position-taking on the basis of this terrain of risk/return combinations.10 JP Morgan provides a 

daily estimate of stripped yield spread. 

What has gone almost entirely unnoticed in the analysis of both sovereign debt and the 

subprime market are the close parallels between the two. These parallels are difficult to see 

because one of the key moments in subprime lending Ͷ and, in fact, in virtually all over-the-

counter securitization Ͷ is the disconnect between the original borrower-lender relationships 

and the investor-seller relationships that supersede them as claims in the globalized financial 

sphere. Let us spell out the parallels: 

 

 First, the many tranches of lenders, with unique relationships to the debt as originally 

issued  

 Second, the different nationalities of the owners of this debt; the fact that this debt is 

owned by wealth-owners across the world, subject to different national rules 

 Third, the opacity of the debt contracts being traded 

 Fourth, the use of credit default swaps (CDSs) to transfer risk from lenders to counterparties 

 FŝĨƚŚ͕ ƚŚĞ ůĂĐŬ ŽĨ ƌĞůŝĂŶĐĞ ŽŶ ĚĞďƚ ͞ĐƌĂm-ĚŽǁŶƐ͟ ǁŚĞŶ ĚĞďƚ ƌĞƉĂǇŵĞŶƚ ďĞĐĂŵĞ ƉƌŽďůĞŵĂƚŝĐ  
 

By 2006, 46 percent of all mortgages were originated in the private label market. First, 

ƵŶůŝŬĞ MB“͕ ďĂĐŬĞĚ ďǇ FNMA Žƌ FHLMC͕ ƚŚĞǇ ǁĞƌĞ ͞ŚĞƚĞƌŽŐĞŶĞŽƵƐ ŝŶ ƚŚĞŝƌ ƚĞƌŵƐ͕͟ ŵĂŬŝŶŐ 
͞ƚƌĂĚŝŶŐ ŝŶ ƉƌŝǀĂƚĞ ůĂďĞů ƐĞĐƵƌities difficult and illiquid, with the consequence that rating 

ĂŐĞŶĐŝĞƐ͕ ŶŽƚ ŵĂƌŬĞƚƐ͕ ĂƐƐĞƐƐĞĚ ƚŚĞ ƌŝƐŬ ŽĨ ƉƌŝǀĂƚĞ ůĂďĞů MB“͘͟ “ĞĐŽŶĚ͕ FNMA ĂŶĚ FHLMC 
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ŐƵĂƌĂŶƚĞĞĚ ĐƌĞĚŝƚ ƌŝƐŬ ŽĨ ƚŚĞ ƐĞĐƵƌŝƚŝĞƐ ƚŚĞǇ ŝƐƐƵĞĚ͕ ƐŽ ƚŚĞƐĞ ƐĞĐƵƌŝƚŝĞƐ ǁĞƌĞ ŶŽƚ ͞ƉƌŝĐĞĚ Žƌ 
tranched for ƚŚĂƚ ƌŝƐŬ͟ ;MĐCŽǇ͕ PĂǀůŽǀ ĂŶĚ WĂĐŚƚĞƌ ϮϬϬϵ͕ ϰϵϲ-497). Senior tranches were 

treated as risk-free, and junior tranches as risky. And, as default risk rose, the overall rates of 

interest offered to investors did not increase: that is, senior tranches were not reclassified as 

risky. Steven L. Schwarcz (2008) puts it differently, blaming dependence on agency rates on 

͞ĐŽŵƉůĞǆŝƚǇ͘͟ TŚĞ ƉƌŽƐƉĞĐƚƵƐ ŝŶ Ă ƚǇƉŝĐĂů ŽĨĨĞƌŝŶŐ ŽĨ ƐƵďƉƌŝŵĞ ƐĞĐƵƌŝƚŝĞƐ ǁĂƐ ŚƵŶĚƌĞĚƐ ŽĨ ƉĂŐĞƐ 
ůŽŶŐ͕ ǁŚŝĐŚ ͞ŵĂĚĞ ƚŚĞ ƌŝƐŬƐ ǀĞƌǇ ĚŝĨĨŝĐƵůƚ ƚŽ ƵŶĚĞƌƐƚĂŶĚ͟ ;Schwarcz 2008, 1110). Further, by 

contrast with the case of corporate securities, originators of securitized paper have a fiduciary 

duty to investors in that paper, but no such duty exists in the case of special purpose vehicle 

securities. 

 

SubpriŵĞ LĞŶĚŝŶŐ ĂŶĚ ƚŚĞ DŽƵďůĞ ͞DŽƵďůĞ HĞůŝǆ͟ ŽĨ CŽƵŶƚĞƌƉĂƌƚǇ OďůŝŐĂƚŝŽŶƐ 

 

These similarities make it clear that the instrumental design of subprime mortgages and 

their rapid spread across global financial markets owed much to prior experience with MBS and 

Brady bonds.11 At the same time, there are three critically important differences. The first two 

led uniquely (and as they did not in the case of Brady bonds) to what can be called a double 

͞ĚŽƵďůĞ ŚĞůŝǆ͟ ŽĨ ĐŽƵŶƚĞƌƉĂƌƚǇ ŽďůŝŐĂƚŝŽŶƐ͘  
 The first difference Ͷ ĂŶĚ ƚŚĞ ĨŝƌƐƚ ͞ĚŽƵďůĞ ŚĞůŝǆ͟ Ͷ involves payment obligations on the 

debt obligation itself. In the case of sovereign debt, the owners directly hold the debt of 

borrowers (countries, in some cases formerly companies). In the case of subprime debt, the 

owners hold obligations owed to them by banks, which themselves were/are lenders to 

borrowers who may or may not be able to perform. Most Brady bonds have their origins in debt 

contracts involving third parties in the borrower country. But since the point of origination of 

these bonds (those specifically authorized under the Brady plan) involves a sovereign debt 

crisis, the sovereign nation effectively underwriting the original transaction (or taking on the 

obligation) is effectively the only debtor in the relationship.  

Before the subprime securities markets soured, the opacity of these instruments was 

ŝŶƚĞƌƉƌĞƚĞĚ ĂƐ Ă ƐŝŐŶ ŽĨ ƚŚĞƐĞ ŵĂƌŬĞƚƐ͛ ĞĨĨŝĐŝĞŶĐǇ ;OůĚĨŝĞůĚ ϮϬϬϬͿ͘ TŚĞ ǀĞƌǇ ŽƉĂĐŝƚǇ ŽĨ ƐƵďƉƌŝŵĞ 
lending is something carried over from the Brady bonds. The difference is that, whereas the 

Brady bonds were created in the context of the archaeology of years of prior contracts, the 

subprime securitizations started out that way. They were complex, multiparty, opaque, and 

unwindable by design. They constitute a non-negotiable demand on the resources of the nation 

ƐƚĂƚĞ ďǇ ͞ůĞŶĚĞƌƐͬ͟ŝŶǀĞƐƚŽƌƐ ǁŚŽ ŚĂǀĞ ĂŐƌĞĞĚ ƚŽ ƚĞƌŵƐ ĂŶĚ ĐŽŶƚƌĂĐƚƐ ǁŝƚŚ ƚŚĞ ŵĞŐĂďĂŶŬƐ ƚŚĂƚ 
ƌĞƚĂŝůĞĚ ƚŚĞƐĞ ďƵŶĚůĞĚ ůŽĂŶƐ͘ TŚĞ ͞ŽƌŝŐŝŶĂů ďŽƌƌŽǁĞƌƐ͟ ĂŶĚ ƚŚĞ ĐŽŵŵƵŶŝƚŝĞƐ ŝŶ ǁŚŝĐŚ ƚŚŽƐĞ 
borrowers live (or once lived) are not part of that game. 

TŚŝƐ ůĞĂĚƐ ƚŽ ƚŚĞ ƐĞĐŽŶĚ ͞ĚŽƵďůĞ ŚĞůŝǆ͟ ŽĨ ĐŽƵŶƚĞƌƉĂƌƚǇ ŽďůŝŐĂƚŝŽŶƐ͘ CD“Ɛ ŚĂĚ ďĞĞŶ ƵƐĞĚ͕ 
successfully (Skinner and Nuri 2007), in the Brady bonds markets to price risk.12 However, CDSs 

grew out of control in the MBS market. These instruments were unregulated due to heavy 

lobbying by representatives of the financial industry. They were excluded from securities 

regulation in the 1999 Gramm-Bliley Leach Act, and given a blanket exemption from 

commodities regulation (and thus from being exchange-traded) in the 2000 Commodities 

Exchange Act. Investment banks that in many cases were bundling and selling private label 

MB“͕ ĂůƐŽ ͞ďƵŶĚůĞĚ CD“ ŝŶƚŽ ŽĨĨĞƌŝŶŐƐ ŽĨ ƐǇŶƚŚĞƚŝĐ CDOƐ ΀ĐŽůůĂƚĞƌĂůŝǌĞĚ ĚĞďƚ ŽďůŝŐĂƚŝŽŶƐ͕ ŽŶĞ 
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veƌƐŝŽŶ ŽĨ ǁŚŝĐŚ ŝƐ ĂŶ MB“΁͕ ǁŚŝĐŚ ƐŽƵŐŚƚ ƚŽ ƚƌĂĐŬ ƚŚĞ ƌĞƚƵƌŶƐ ŽŶ ƌĞŐƵůĂƌ CDOƐ͘ ͙ BǇ ϮϬϬϴ͕ ƚŚĞ 
total notional amount of CDS outstanding totaled anywhere from $43 to $66 trillion, vastly 

ŵŽƌĞ ƚŚĂŶ ƚŚĞ ĚĞďƚƐ ƚŚĂƚ ƚŚĞǇ ŝŶƐƵƌĞĚ͟ ;MĐCŽǇ et al. 2009, 527-528).  

CoŶƐĞƋƵĞŶƚůǇ͕ CD“Ɛ ͞ŵĂŐŶŝĨŝĞĚ ƌŝƐŬ ŝŶƐƚĞĂĚ ŽĨ ŚĞĚŐŝŶŐ ŝƚ͟ ŝŶĂƐŵƵĐŚ ĂƐ ƚŚĞǇ ͞ĐƌĞĂƚĞ ĚĂŝƐǇ 
chains of counterparty liability, whereby one buyer relies on the solvency of its seller to cover 

ƚŚĞ ďƵǇĞƌ͛Ɛ ŽǁŶ CD“ ĞǆƉŽƐƵƌĞ ƚŽ ĂŶŽƚŚĞƌ ďƵǇĞƌ ĚŽǁŶ ƚŚĞ ĐŚĂŝŶ͟ ;MĐCŽǇ͕ Pavlov and Wachter 

2009, 529). So in effect, subprime securities gave rise to risk that was insured on the original 

payment contract, and traded in the market as a CDS. But they also permitted the creation of 

additional CDSs based on an unregulated synthetic CDO market. As Patricia A. McCoy, Andrey 

D. Pavlov, and Susan M. Wachter (2009) note, the problem arises because these obligations are 

traded over the counter, so the buyer is not aware of how much total CDS exposure the seller 

has assumed.  

 

Subprime ReƐŽůƵƚŝŽŶƐ ĂŶĚ ƚŚĞ EǆƉĞŶĚĂďŝůŝƚǇ ŽĨ “ƵďŶĂƚŝŽŶĂů ͞GŽŝŶŐ CŽŶĐĞƌŶƐ͟  
 

The third difference between Brady bonds and subprime loans begins with a similarity. As 

ŶŽƚĞĚ ĂďŽǀĞ͕ ͞ĐƌĂŵĚŽǁŶ͟ ƐŽůƵƚŝŽŶƐ͕ ǁŚĞƌĞŝŶ ƚŚĞ ŽƌŝŐŝŶĂů ƉĂƌƚŝĞƐ ƚŽ ƚŚĞ ĚĞďƚ ĐŽƵůĚ ƌĞƐĞƚ ƚŚĞ 
volume of debt to reflect a payable sum consistent with the post-crisis realities those parties 

faced, were ruled out. In the case of Brady bonds, the federal government stepped in to 

ƉƌŽǀŝĚĞ TƌĞĂƐƵƌǇ ƐĞĐƵƌŝƚŝĞƐ͕ ǁŚĞŶ ŶĞĐĞƐƐĂƌǇ͕ ƚŽ ƵŶĚĞƌǁƌŝƚĞ ƐŽŵĞ ďŽƌƌŽǁĞƌƐ͛ Ăďŝůŝƚy to pay. As 

the seizure of foreign assets was not feasible, the government thus provided some sweeteners 

ƐŽ ĂƐ ƚŽ ƉƌŽƚĞĐƚ ƚŚĞ ŶĂƚŝŽŶ͛Ɛ ŵĞŐĂďĂŶŬƐ͛ ŝŶƚĞƌĞƐƚƐ͘  
͞CƌĂŵĚŽǁŶƐ͟ ǁĞƌĞ ĂůƐŽ ƌƵůĞĚ ŽƵƚ ŝŶ ƌĞƐŽůǀŝŶŐ ƵŶƉĂǇĂďůĞ ƐƵďƉƌŝŵĞ ůŽĂŶƐ͘ HŽǁĞǀĞƌ͕ ƚŚĞƌĞ 

was no question of the federal government encouraging mortgage renegotiations, bolstering 

ŵŽƌƚŐĂŐĞĞƐ͛ ĐŽůůĂƚĞƌĂů ǁŝƚŚ ƉůĞĚŐĞƐ ŽĨ TƌĞĂƐƵƌǇ ƐĞĐƵƌŝƚŝĞƐ͘ FŽƌ͕ ƚŚŝƐ ƚŝŵĞ͕ ďĂŶŬƐ ǁĞƌĞ ŽŶ ƚŚĞ 
other side of the transaction. So many home loans were underwater that such pledges would 

involve a huge Ͷ and politically untenable Ͷ increase in federal debt. Furthermore, permitting 

the mortgagees to shift from the debt payments, which had been promised to those that were 

ĨĞĂƐŝďůĞ͕ ǁŽƵůĚ ŶŽƚ ƐŽůǀĞ ďĂŶŬƐ͛ ĨƵŶĚĂŵĞŶƚĂů ƉƌŽďůĞŵƐ ǁŝƚŚ ƵŶĚĞrwater loans. This problem 

ŝŶǀŽůǀĞĚ ƚŚĞ ͞ĚŽƵďůĞ ŚĞůŝǆ͟ ŵĞŶƚŝŽŶĞĚ ĂďŽǀĞ͘ BĂŶŬƐ ŚĂĚ ŵĂĚĞ ďŝŶĚŝŶŐ ďƵƐŝŶĞƐƐ ĐŽŶƚƌĂĐƚƐ ǁŝƚŚ 
ƉƵƌĐŚĂƐĞƌƐ ŽĨ ďƵŶĚůĞĚ ƐƵďƉƌŝŵĞ ŵŽƌƚŐĂŐĞƐ͘ TŚĞƐĞ ĐŽŶƚƌĂĐƚƐ͛ ŽďůŝŐĂƚŝŽŶƐ ĚŝĚ ŶŽƚ ĚĞƉĞŶĚ ŽŶ ƚŚĞ 
status of the underlying mortgages, but rather on the terms and conditions negotiated between 

the buyers and sellers of these securities. The holders of these securities would come after the 

banks that had sold them this bundled credit irrespective of events in the housing markets. 

Hence, rather thaŶ ƉĞƌŵŝƚƚŝŶŐ ͞ĐƌĂŵĚŽǁŶƐ͕͟ ĂŶĚ ƐĞƚƚŝŶŐ Ă ƉƌĞĐĞĚĞŶƚ ƚŚĂƚ ǁŽƵůĚ ŝŶĐƌĞĂƐĞ 
market uncertainty over bank viability, banks insisted on repayment or on repossession of the 

ŵŽƌƚŐĂŐĞĚ ƉƌŽƉĞƌƚǇ͕ ĞǆĐĞƉƚ ŝŶ ƚŚŽƐĞ ƌĂƌĞ ŝŶƐƚĂŶĐĞƐ ǁŚĞƌĞ ƚŚĞ ĨĞĚĞƌĂů ŐŽǀĞƌŶŵĞŶƚ͛Ɛ ƐƵďƉƌŝŵĞ 
relief programs did actually permit borrowers to stay in their homes. What resulted was a flood 

of foreclosures, totaling twelve million across the country.  

While the federal government made some efforts to relieve the pressure on distressed 

homeowners, the U.S. government was more fundamentally committed to preserving the 

ǀŝĂďŝůŝƚǇ ŽĨ ŝƚƐ ĨŝŶĂŶĐŝĂů ƐǇƐƚĞŵ͕ ŐŝǀĞŶ ƚŚĂƚ ƐǇƐƚĞŵ͛Ɛ ŶĞĂƌ ŵĞůƚĚŽǁŶ ŝŶ “ĞƉƚĞŵďĞƌ-November 

ϮϬϬϴ͘ AƐ ŝŶ ƚŚĞ ϭϵϴϬƐ ĐƌŝƐŝƐ͕ ƚŚŝƐ ŵĞĂŶƚ ƐƚĂďŝůŝǌŝŶŐ ƚŚĞ ƐǇƐƚĞŵ͕ ŵĂŝŶƚĂŝŶŝŶŐ U͘“͘ ŝŶƐƚŝƚƵƚŝŽŶƐ͛ 
ĂĐĐĞƐƐ ƚŽ ŽǀĞƌƐĞĂƐ ďŽƌƌŽǁŝŶŐ ŵĂƌŬĞƚƐ͕ ĂŶĚ ĐƌĞĂƚŝŶŐ Ă ƌĞƚƵƌŶ ƉĂƚŚǁĂǇ ƚŽ ƐŽůǀĞŶĐǇ ĨŽƌ ͞ƚŽŽ ďŝŐ 
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ƚŽ ĨĂŝů͟ ďĂŶŬƐ͘ WŚŝůĞ ŶŽ ĨŝŶĂů ƚĂůůǇ ŝƐ ĂǀĂŝůĂďůĞ͕ ƚŚĞ ƐƵďƐŝĚŝĞƐ ĞǆƚĞŶĚĞĚ ƚŽ ŵĞŐĂďĂŶŬƐ ǀŝĂ ƉƵďůŝĐ 
equity infusions, quantitative easing, and Federal Reserve purchases of mortgage-backed (and 

other) securities (usually at par) dwarfs the expenditure of public funds on distressed borrowers 

with subprime loans.  

TŚŝƐ ŝƐ ƚŚĞ ƉŽŝŶƚ Ăƚ ǁŚŝĐŚ ƚŚĞ ŶŽƚŝŽŶ ŽĨ ĐŽŵŵƵŶŝƚŝĞƐ ĂŶĚ ŚŽƵƐĞŚŽůĚƐ ĂƐ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ 
comes into play in oƵƌ ĂƌŐƵŵĞŶƚ͘ CŽŵŵŽŶƐ͛Ɛ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ ĂƌĞ Ăůů ŵƵůƚŝ-person, spatially 

defined entities characterized by dense internal (as well as external) exchanges of goods and 

services, income and investment flows, emotion, knowledge, tradition, and so on. We 

suggested above that this term should be extended to cities, neighborhoods, and households. 

Insofar as they persist through time, these entities create and reproduce distinct cultures. And 

the persistence and interaction of these entities as going concerns, at different scales, provides 

the micro- and macro-social structures of human communities. Various hierarchical 

dependencies emerge. Most households depend in some measure on the existence of 

neighborhoods, cities, as well as nation states. Commons did not articulate his concept in 

hierarchical terms, but the existence of micro-to-macro dependent linkages, with the sovereign 

state leading and looking after the welfare of all the other levels, can be clearly seen.  

TŚĞ ƐŽǀĞƌĞŝŐŶ͛Ɛ “ƵƉƌĞŵĞ CŽƵƌƚ ĚĞĐŝƐŝŽŶƐ ĂďŽƵƚ ǁhat constitutes value Ͷ meaning, what 

transactions are permissible, what constitutes fair exchange, and so on Ͷ can be understood as 

interventions that sustain and resolve conflicts between the intra-ŶĂƚŝŽŶĂů ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ Ăƚ 
different levels, all in thĞ ŶĂƚŝŽŶĂů ŝŶƚĞƌĞƐƚ͘ TŚŝƐ ĐŚĂŶŐĞƐ ǁŚĞŶ ͞ĐŽŶĨůŝĐƚƐ ŽĨ ůĂǁƐ͟ ĐŽŶƐŝĚĞƌĂƚŝŽŶƐ 
introduce extra-ŶĂƚŝŽŶĂů ĐŽŶƐŝĚĞƌĂƚŝŽŶƐ ĂŶĚ ŝŶƚĞƌĞƐƚƐ ŝŶƚŽ CŽŵŵŽŶƐ͛Ɛ ĞƋƵĂƚŝŽŶ͘ FŽƌ ŽŶĐĞ͕ 
maintaining a stable financial system (or viable megabanking sector) requires compliance with 

ĚĞŵĂŶĚƐ ƉŽƐĞĚ ďǇ ŐůŽďĂů ĨŝŶĂŶĐŝĂů ŝŶƚĞƌĞƐƚƐ͕ ŝŶ ǁŚŝĐŚ ĐĂƐĞ ĂŶǇ ŶĂƚŝŽŶ͛Ɛ “ƵƉƌĞŵĞ CŽƵƌƚ ůŽƐĞƐ ŝƚƐ 
status as an adjudicator of value for the nation state it serves. The application of its laws is 

subject to a higher power.  

TŚŝƐ ŝƐ͕ ŽĨ ĐŽƵƌƐĞ͕ ǁŚĞƌĞ ƚŚĞ ͞ĚŽƵďůĞ ŚĞůŝǆ͟ ĐŚĂƌĂĐƚĞƌ ŽĨ ƐƵďƉƌŝŵĞ ƐĞĐƵƌŝƚŝǌĂƚŝŽŶ ďĞĐŽŵĞƐ 
determining. For the prior demands made by global financial interests compromise the national 

ƐƚĂƚĞ͛Ɛ ŽƉƚŝŽŶƐ͕ ĂŶĚ ƌĞƋƵŝƌĞ ƚŚĂƚ ŝƚ ƐƵƉƉŽƌƚ ƚŚĞ ŝŶƚĞƌĞƐƚƐ ŽĨ ŝƚƐ ͞ƚŽŽ ďŝŐ ƚŽ ĨĂŝů͟ ďĂŶŬƐ͘ IŶ ƚŚĞ ĐĂƐĞ 
of the subprime mortgage crisis, the immediate consequence may be foreclosure. If so, this 

destroys the link between household and home. In this event, the household may stay together 

as a unit, even in the same geographic location, but its characteristics as Ă ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶ͟ ĂƌĞ 
likely to be dramatically altered. It will no longer be paying property taxes, and perhaps sales 

and income taxes, to the local units of government where its now forsaken home is located. 

This, in turn, means that the sub-national governmental units hosting this home Ͷ the city and 

county governments, the school districts, and so on Ͷ will all lose tax revenues. When 

foreclosed properties are hyper-concentrated, the revenue losses can be extreme, and the 

incremental expenditure costs generated by extensive foreclosures can be high. In 

consequence, the sovereign nation that takes what it perceives as necessary measures to 

preserve the stability of its financial system, in the context of the subprime crisis, is 

ƵŶĚĞƌŵŝŶŝŶŐ ƚŚĞ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶ͟ ǀŝĂďŝůŝƚǇ ŽĨ ƚŚĞ ůŽĐĂů ƵŶŝƚƐ ŽĨ ŐŽǀĞƌŶŵĞŶƚ ƚŚĂƚ ĐŽŵƉƌŝƐĞ ŝƚƐ 
very governmental micro-structure. 

 

CŽŶĐůƵƐŝŽŶ͗ RĞǀŝǀŝŶŐ CŽŵŵŽŶƐ͛Ɛ LŽŐŝĐ ŝŶ ƚŚĞ PŽƐƚ-Crisis World 
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“ŽŵĞ ŽĨ CŽŵŵŽŶƐ͛Ɛ ideas about state, market, and community have been applied here to the 

ĐŝƌĐƵŵƐƚĂŶĐĞƐ ŽĨ ƚŚĞ ŶĞŽůŝďĞƌĂů ĞƌĂ͘ WĞ ďĞŐĂŶ ďǇ ƐŚŽǁŝŶŐ ŚŽǁ ƚŚĞ ϭϵϴϬƐ ͞ƚƌŝƉůĞ ĐƌŝƐŝƐ͟ ;LĂƚŝŶ 
American debt crisis, U.S. savings-and-loan crisis, and meltdown of Continental Illinois) 

illuminated the threats that a deregulating financial sector with global reach poses for 

ĞĐŽŶŽŵŝĐ ƐƚĂďŝůŝƚǇ ĂŶĚ ŶĂƚŝŽŶĂů ƉƌŽƐƉĞƌŝƚǇ͘ WĞ ĂĚĂƉƚĞĚ CŽŵŵŽŶƐ͛Ɛ ŵŽĚĞů ŽĨ ĐĂƉŝƚĂůŝƐŵ ƚŽ 
account for globalizing financial capital by contrasting the roles of a hegemonic, money-center 

sovereign (the U.S.) with that of non-hegemonic Latin American nations under IMF oversight. In 

particular, Brady bonds embody the way in which globalized and systematically important 

financial firms have structured transactions in ways that undercut the key function of the 

sovereign as the guardian of the commonwealth. Force Ͷ and not just liberty and duty with 

respect to the commonwealth Ͷ emerged as a factor in structuring the terrain of transactions. 

The contractual form of the transactions that dominated in the subprime lending spree 

ƌŽƵƚŝŶĞůǇ ǀŝŽůĂƚĞĚ CŽŵŵŽŶƐ͛Ɛ ĐƌŝƚĞƌŝĂ͕ ĂŶĚ ŝůůƵƐƚƌĂƚĞĚ ƚŚĞ ŝŵƉůŝĐĂƚŝŽŶƐ ŽĨ ƉĞƌŵŝƚƚŝŶŐ ĂŶ 
unregulated, hyper-competing, speculation-oriented financial sector to operate without 

adequate sovereign oversight. The resulting crisis was resolved, as in the 1980s, with 

ƌĞĂĨĨŝƌŵĂƚŝŽŶ ŽĨ ƚŚĞ ƐƵďũĞĐƚŝŽŶ ŽĨ ƚŚĞ ŶĂƚŝŽŶ ƐƚĂƚĞ͛Ɛ ĨŝƐĐ ĂŶĚ ƉŽǁĞƌƐ ƚŽ ŝƚƐ ŵĞŐĂďĂŶŬŝŶŐ ƐĞĐƚŽƌ͘ 
Consequently, the commonwealth shrank and the vulnerable suffered lost homes and broken 

communities. As a result, former subprime hot-ƐƉŽƚƐ͕ ƐƵĐŚ ĂƐ CĂůŝĨŽƌŶŝĂ͛Ɛ CĞŶƚƌĂů VĂůůĞǇ ĂŶĚ 
IŶůĂŶĚ EŵƉŝƌĞ͕ ŚĂǀĞ ďĞĞŶ ƚŚĞ ďĂĐŬĚƌŽƉ ĨŽƌ ďĂŶŬƐ͛ ŶĂǀŝŐĂƚŝŽŶ ŽĨ Ă ŶĞǁ ƐĞƚ ŽĨ ƉƌŽĨŝƚ-making 

ŽƉƉŽƌƚƵŶŝƚŝĞƐ͘ TŚĞ ůŽĂŶ ŵŽĚŝĨŝĐĂƚŝŽŶ ͞ƐǁĞĂƚ ďŽǆ͟ ƉŚĞŶŽŵĞŶŽŶ͕ ƚŚĞ ĞŵŝŶĞŶƚ ĚŽŵĂŝŶ ŝƐƐƵĞ͕ Ănd 

bulk sales of REOs come to mind as examples of how the purposive lack of legal direction and 

ďĂŶŬƐ͛ ĂďŝůŝƚǇ ƚŽ ƌĞƐŝƐƚ ĨĂŝƌ ĞŶĨŽƌĐĞŵĞŶƚ ƐƚĂŶĚĂƌĚƐ ŚĂǀĞ ƉĞƌŵŝƚƚĞĚ ƚŚĞŵ ƚŽ ŵĂŬĞ ƉƌŽĨŝƚ ĞǀĞŶ ŝŶ 
the chaotic environments their reckless lending has left behind. The deleterious effects of the 

ƐƵďƉƌŝŵĞ ŵŽƌƚŐĂŐĞ ĐƌŝƐŝƐ ŽŶ ĐŽŵŵƵŶŝƚŝĞƐ ĂƐ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ ŚĂǀĞ ďĞĞŶ ŽǀĞƌůŽŽŬĞĚ͘ TŚĞ ĨĂĐƚ 
that this extended crisis has not led to a social explosion can be attributed to the fact that it 

occurred decades after neoliberalism ŚĂĚ ďĞŐƵŶ ƚŽ ƐŚŝĨƚ ĂŐĞŶƚƐ͛ ĞǆƉĞĐƚĂƚŝŽŶ ƉĂƌĂŵĞƚĞƌƐ ĂŶĚ 
ƐŽǀĞƌĞŝŐŶ ŐŽǀĞƌŶŵĞŶƚƐ͛ ƉƌŽǀŝƐŝŽŶ ŽĨ ƉƵďůŝĐ ƐĞƌǀŝĐĞƐ͘  

This argument clearly has implications for the crisis of the European Monetary Union 

;EƵƌŽǌŽŶĞͿ͘ TŚĞ EƵƌŽǌŽŶĞ͛Ɛ ƐƚƌƵĐƚƵƌĞ͕ ĂŶĚ ƚŚĞ ĂĚũƵƐƚŵĞŶƚƐ ƚŚĂƚ its Maastricht and Lisbon 

treaties mandated, represents a further step toward the restructuring of the role of the 

sovereign under neoliberalism. The national state is not understood in these treaties as an 

independent source of decision-making power validated by democratic votes. It is, instead, 

simply an instrument for effectuating market discipline when evolving macro-circumstances 

require that national consumption, investment, and/or government expenditure be shrunk. 

This reflection on the interaction between financial globalization, the sovereignty of the 

ŶĂƚŝŽŶ ƐƚĂƚĞ͕ ĂŶĚ ĐŽŵŵƵŶŝƚŝĞƐ ĂƐ ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ ůĞĂĚƐ ƚŽ ƐĞǀĞƌĂů ĐŽŶĐůƵƐŝŽŶƐ͘ OŶĞ ŝƐ ƚŚĂƚ 
ĨŝŶĂŶĐŝĂů ŐůŽďĂůŝǌĂƚŝŽŶ͕ ǁŚĞŶ ůŝŶŬĞĚ ƚŽ ƚŚĞ ƉƌĞƌŽŐĂƚŝǀĞƐ ŽĨ ͞ƚŽŽ ďŝŐ ƚŽ ĨĂŝů͟ ŵĞŐĂďĂŶŬƐ͕ ĚŝƐƉůĂĐĞƐ 
the nation state from the central role that Commons envisioned for it in the structure of 

economic activity: namely, that of organizing the hierarchical flows of transactions among the 

͞ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ͟ ǁŚŝĐŚ ĐŽŵƉƌŝƐĞ ĂŶǇ ǀŝďƌĂŶƚ ƐŽĐŝĞƚǇ͛Ɛ ůŝĨĞďůŽŽĚ͘ A ƐĞĐŽŶĚ ĐŽŶĐůƵƐŝŽŶ ŝƐ ƚŚĂƚ ƚŚĞ 
potential fragility of modern banking systems in the era of globalization can push the 

ŵĂŝŶƚĞŶĂŶĐĞ ŽĨ ĨŝŶĂŶĐŝĂů ƐƚĂďŝůŝƚǇ ŝƚƐĞůĨ ƚŽ Ă ƉƌĞƌŽŐĂƚŝǀĞ ĨŽƌ ƚŚĞ ƵƐĞ ŽĨ ƚŚĞ ŶĂƚŝŽŶ ƐƚĂƚĞ͛Ɛ ƉŽǁĞƌ͘ 
This goal displacement will carry a heavy political price insofar as it reduces the capacity of 

national governments to provide safety-net protection for their populations. Third, the inability 
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of sovereign states in the EMU to determine their own monetary policies, and to set their own 

ĨŝƐĐĂů ƉŽůŝĐŝĞƐ͕ ƌĞŵŽǀĞƐ ƚŚĞŵ ĞǀĞŶ ĨƵƌƚŚĞƌ ĨƌŽŵ CŽŵŵŽŶƐ͛Ɛ ŝĚĞĂů ŽĨ ƚŚĞ ƐŽǀĞƌĞŝŐŶ ĂƐ ƉƌŽƚĞĐƚŽƌ 
of a public commonwealth. To the contrary, some nation states are unable to protect their 

ƉƵďůŝĐ͛Ɛ ĐŽŵŵŽŶǁĞĂůƚŚ͕ ǁŚŝůĞ ŽƚŚĞƌ ŶĂƚŝŽŶ ƐƚĂƚĞƐ ĂƌĞ ŝŶƐŝsting that these losses be borne for 

the good of the whole. Here, the contradictions between political coherence and political 

ĞĐŽŶŽŵŝĐ ŶĞĐĞƐƐŝƚǇ ĐĂŶ ďĞ ƐĞĞŶ ǀĞƌǇ ƐƚĂƌŬůǇ ƚŚƌŽƵŐŚ ƚŚĞ ůĞŶƐ ŽĨ CŽŵŵŽŶƐ͛Ɛ ŚŝƐƚŽƌŝĐĂů 
conception of capitalism. 
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1 This insight anticipates Michael C. Jensen and William H. Meckling (1976) by 52 years. 

However, whereas Jensen and Meckling conclude that business structures should be 

manipulated so as to maximize the flow of monetary value to owners, Commons views the firm 

ŚŽůŝƐƚŝĐĂůůǇ ĂƐ Ă ͞ŐŽŝŶŐ ĐŽŶĐĞƌŶ͘͟  
2 HĞ ĂůƐŽ ĚŝƐƚŝŶŐƵŝƐŚĞƐ ďĞƚǁĞĞŶ ƚŚĞ ƐƚĂƚĞ ĂŶĚ ŐŽǀĞƌŶŵĞŶƚ͗ ͞TŚĞ ƐƚĂƚĞ ŝƐ ďƵƚ ŽŶĞ ŽĨ ŵĂŶǇ 

ŐŽŝŶŐ ĐŽŶĐĞƌŶƐ ͙ TŚĞ ͚ŐŽǀĞƌŶŵĞŶƚ͛ ͙ ŝƐ ƚŚĞ ƐĞƌŝĞƐ ŽĨ ƚƌĂŶƐĂĐƚŝŽŶƐ ŐŽŝŶŐ ŽŶ ďĞƚǁĞĞŶ ŽĨĨŝĐŝĂůƐ 
ĂŶĚ ƚŚĞ ĐŝƚŝǌĞŶƐ͟ ;CŽŵŵŽŶƐ ϭϵϮϰ͕ ϭϰ9-150). 

3 OŶĞ ŽĨ ƚŚĞ ƉƌĞƐĞŶƚ ƉĂƉĞƌ͛Ɛ ĂƵƚŚŽƌƐ ;DǇŵƐŬŝ ϮϬϭϭb) reviews the theoretical literature on 

the causes of neoliberal-era financial crises. 
4 Buchheit, a partner at Cleary Gottleib, remains a key litigator and negotiator in the 

Eurozone crisis (Moulds 2013).   
5 Brady bonds accounted for 61 percent of all emerging-market debt trading in 1994, 

though only for 2.0 percent in 2005 (EMTA 2014). Mexico retired its Brady bonds in 2003, Brazil 

in 2006. 
6 A 1980 banking deregulation act and a 1982 mortgage derĞŐƵůĂƚŝŽŶ ĂĐƚ ͞ĚŝƐŵĂŶƚůĞĚ ƚŚĞ 

existing prohibitions against a variety of risky loan features, such as non-amortizing mortgages, 

negative amortization mortgages, balloon clauses, and other interest rate structures creating 

ŚŝŐŚ ƉŽƚĞŶƚŝĂů ƉĂǇŵĞŶƚ ƐŚŽĐŬ͟ ;MĐCoy, Pavlov and Wachter 2009, 501). 
7 A ŵŽƌƚŐĂŐĞ ůŽĂŶ ŝƐ ͞ƉůĂŝŶ ǀĂŶŝůůĂ͟ ǁŚĞŶ ŝƚ ŝƐ ĂĚĞƋƵĂƚĞůǇ ĐŽůůĂƚĞƌĂůŝǌĞĚ ;ƐŽ ƚŚĂƚ ƚŚĞ ůŽĂŶ ŽŶ 

ƚŚĞ ƉƌŽƉĞƌƚǇ ĨŝŶĂŶĐĞĚ ĚŽĞƐ ŶŽƚ ĞǆĐĞĞĚ ϴϬ ƉĞƌĐĞŶƚ ŽĨ ƚŚĂƚ ƉƌŽƉĞƌƚǇ͛Ɛ ŵĂƌŬĞƚ ǀĂůƵĞͿ͕ ǁŚĞŶ ůŽĂŶ 
servicing takes a modest share of ƌĞƐŝĚĞŶƚƐ͛ ŝŶĐŽŵĞ ;ƵƐƵĂůůǇ Ă ƚŚŝƌĚ Žƌ ůĞƐƐͿ͕ ĂŶĚ ǁŚĞŶ ƚŚĞƌĞ ĂƌĞ 
no other encumbrances on the property. The Federal National Mortgage Association (FNMA , or 

Fannie Mae) and the Federal Home Loan Mortgage Association (FHLMC , or Freddie Mac) also 

had maximum loan amounts which varied over time.   
8 Joshua Aizenman (2002) also warned of the dangers of a hasty plunge into financial 

opening, especially for emerging market countries.  
9 TŚĞ ĂƵƚŚŽƌƐ ƐƵĐĐŝŶĐƚůǇ ƐƵŵŵĂƌŝǌĞ ƚŚĞ ƉƌŽĐĞĚƵƌĞ͗ ͞TŚĞƐĞ ďŽŶĚƐ ĂƌĞ ĚĞŶŽŵŝŶĂƚĞĚ in U.S. 

dollars and the principal and a part of interest are collateralized with U.S. treasury bonds. When 

ĞǀĂůƵĂƚŝŶŐ Ă BƌĂĚǇ ďŽŶĚ͕ ŝƚ ŝƐ ŶĞĐĞƐƐĂƌǇ ƚŽ ͚ƐƚƌŝƉ͛ ƚŚĞ ƉƌŝŶĐŝƉĂů ĂŶĚ ŝŶƚĞƌĞƐƚ ŐƵĂƌĂŶƚĞĞƐ ŝŶ ŽƌĚĞƌ 
to extract a comparable sovereign risk premium that is assessed by the market on the issuing 

country. Brady bond stripped yield spread is then the difference between the Brady bond 

ƐƚƌŝƉƉĞĚ ǇŝĞůĚ ĂŶĚ ƚŚĞ U͘“͘ ƚƌĞĂƐƵƌǇ ďŽŶĚ ǇŝĞůĚ ǁŝƚŚ Ă ƐŝŵŝůĂƌ ŵĂƚƵƌŝƚǇ͟ ;BĂĞŬ͕ Bandopadhyaya 

and Du 2005, 540).  
10 Indeed, Gergana Jostova (2006, 527) finds that Brady credit spreads for U.S. investors are 

ĚŽƵďůĞ ǁŚĂƚ ƚŚĞǇ ƐŚŽƵůĚ ďĞ͕ ĂŶ ͞΀ŝ΁ŶĞĨĨŝĐŝĞŶĐǇ ΀ƚŚĂƚ΁ ƌĞƐƵůƚƐ ĨƌŽŵ ƚŚĞ ƌĞƐƚƌŝĐƚŝŽŶƐ ŽĨ Ă 
nontransparent, institutionally dominated, dealer market and the lack of a fully developed 

ĚĞƌŝǀĂƚŝǀĞƐ ŵĂƌŬĞƚ ĨŽƌ ĞŵĞƌŐŝŶŐ ĐŽƵŶƚƌǇ ĐƌĞĚŝƚ ƌŝƐŬ͘͟ 
11 Also critical was the chronic U.S. current account deficit, hence its systematic capital 

account inflows which persisted during the entire neoliberal era.  
12 Initially, the credit risk of Brady bonds was priced on a Brady bonds futures market that 

was traded on the Chicago Commodities Futures Exchange. However, a CDS market based on 

MBS had successfully replaced an MBS futures instrument as a vehicle for pricing risk in the 

early 1990s (Nofthaft, Lekkas and Wang 1995). Consequently, the emergence of CDSs for MBS 

led Brady bonds traders to switch to CDSs for Brady bonds, as CDSs have outperformed futures 
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markets in pricing Brady bond risk. The result was the cessation of Brady futures trading in 2001 

(Skinner and Nuri 2007). 

 


