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Contagion, Culture, and Shadow Banks: 
Why Some Countries Had Crises 

and Others Did Not

By Greg Ip

Determining why some buildings collapse during an earthquake and oth-
ers do not helps us prepare for future earthquakes. So it is with financial 
crises. The world has experienced an economic earthquake, yet countries 
responded differently. Therein lie important lessons as we build a new 
financial system to replace the old.

As the accompanying table 3-1 demonstrates, the United States and 
the United Kingdom show the classic symptoms of a crisis economy laid 
out by Carmen M. Reinhart and Kenneth S. Rogoff in their empirical work 
(Reinhart and Rogoff 2009) and separately by Ms. Reinhart and Vincent 
R. Reinhart (2008). They had large, growing current account deficits 
financed with enormous inflows of foreign savings. Those savings were 
recycled through their domestic financial systems into the property mar-
ket. The resulting property bubbles collapsed, triggering banking crises 
and deep recessions.

However, other countries do not conform to this pattern. Canada, Aus-
tralia, and Spain had larger housing bubbles than the United States. The 
latter two had large current account deficits. Yet none of the three have 
experienced a banking crisis (that is, the collapse or bailout of one or more 
major institutions). Conversely, neither Germany nor Switzerland had a 
housing bubble; both had current account surpluses. Yet both had banking 
crises. Finally, Canada, Japan, and Spain all avoided banking crises, yet all 
ended up in recessions.
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The fact that different countries had different experiences should not 
distract from the merit of a global explanation for why we had the earth-
quake in the first place. As Vincent Reinhart notes in the introduction, “A 
domestic focus neglects the important role of the international sector in 
both fostering initial excesses and propagating the correction. Such chan-
nels of propagation are essential in understanding how the initiating down-
turn in the US housing market, while large relative to economic activity, 
produced a stunning contraction in global financial markets.”

The crisis has been popularly laid at the feet of the Federal Reserve, 
which maintained interest rates at 1 to 2 percent from 2001 to mid-2004. 
But, as Reinhart demonstrates, even when the Fed began to tighten in the 
second half of 2004, long-term interest rates barely budged. Indeed, long-
term interest rates were remarkably low and stable around the world in this 
period. This requires a global explanation.

The most popular, and the one with which I agree, is the global saving 
glut: a new and unexpected surge in excess savings from emerging-market 
countries, in particular China and the oil exporters, looking for a ready 
home in rich-country bond markets. But monetary policy may also have 
played a role. Every major central bank, not just the Fed, kept policy rates 
low in this period. So did many important emerging-market countries 
that were chained to US monetary policy via fixed exchange rates—most 

Table 3-1
nationaL characteristics

Housing 
Bubble

Current 
Account

Banking 
Crisis Recession

Australia Yes Deficit No No
Canada Yes Balance No Yes
Germany No Surplus Yes Yes
Japan No Surplus No Yes
Spain Yes Deficit No Yes
Switzerland No Surplus Yes Yes
United Kingdom Yes Deficit Yes Yes
United States Yes Deficit Yes Yes
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importantly, China. We need more research into how low global policy 
rates may have interacted with a surge in global savings to produce low 
long-term rates.

Those low rates and excess savings led to surging credit growth and 
housing bubbles worldwide. The collapse of the US bubble sparked the 
crisis, but the ensuing destruction was magnified by high leverage, excess 
dependence on short-term financing, and overvalued property present in 
most countries.

What, then, explains why countries experienced this earthquake dif-
ferently? That many non-crisis countries fell into recession demonstrates 
the potency of financial and trade linkages in our globalized economy. 
Japan’s and Germany’s structurally weak domestic demand exposed them 
to a collapse in their export markets. Reinhart notes that the United States 
exported some of its financial innovations to other countries: German and 
Swiss banks were laid low by dabbling in US mortgages. But such specific 
linkages are less important than the broad tendency for financial contagion 
to jump the species barrier, reflecting a generalized flight from risk across 
time zones and markets. For example, short-term interbank Libor (London 
Interbank Offer Rates) rates rose everywhere, even in markets like Australia 
where no banks failed. 

Why did some countries, despite severe economic distress, housing 
bubbles, or both, avoid banking crises, while others did not? The answer 
lies in the differing structures of their financial systems, including the 
policy environment. 

Unlike Reinhart, I do not assign much blame for the severity of our crisis 
to the Community Reinvestment Act (CRA) and the government-sponsored 
enterprises (GSEs) Fannie Mae and Freddie Mac. It is hard to understand 
why CRA, which was passed in 1977 and broadened in 1993, should sud-
denly have such a profound impact in the mid-2000s. CRA applied only 
to banks, yet subprime mortgage origination was dominated by what we 
used to call nonbanks, until the Pacific Investment Management Company 
coined the much sexier term “shadow banks” (McCulley 2009). These 
were principally state-regulated mortgage brokers and finance companies 
like New Century, the second-largest subprime lender in 2006, which 
securitized their loans for purchase by private investors and, sometimes, 
banks. Moreover, a majority of subprime loans did not go to low-income 
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families, the target of CRA; they went to middle- and even upper-income 
households who often lived in expensive markets like California. A Federal 
Reserve analysis found that just 6 percent of high-priced loans were made 
by CRA-covered banks to low-income borrowers or borrowers in their CRA 
assessment areas (Canner and Bhutta 2008). Banks’ loans to low-income 
borrowers, including CRA loans, have had high delinquencies, but loans 
made by shadow banks have generally fared worse. One study of a large 
bank-affiliated mortgage company found that loans it acquired from mort-
gage brokers were of lower quality and defaulted at higher rates than loans 
it originated itself (Jiang, Nelson, and Vytlacil 2009). This is not surprising. 
Banks had stronger incentives than shadow banks to monitor the quality of 
their underwriting, both because they were more likely to keep the loans 
on their books and because federal supervision was generally stricter than 
state supervision. 

The GSEs bear a bit more culpability; in 2004, the Bush administra-
tion pressed them to increase lending to low-income households, and their 
purchases of subprime mortgages then rose. But they probably would have 
anyway. Both GSEs, by the early 2000s, confronted saturation in their main, 
prime markets. As far back as 2002, Wall Street analysts cited subprime 
markets as an important source of earnings growth (Origination News 
2002). From that point on, the GSEs began to increase their presence in 
both subprime and Alt-A markets.

At the margin, CRA and GSE policy may have encouraged the financial 
industry to make more risky loans, but this misses the point. In the envi-
ronment of the 2000s, no such encouragement was needed: the subprime 
market was growing, and it was immensely profitable. Naturally, lenders 
were happy to portray such lucrative lending as serving the greater good. In 
2003, Angelo Mozilo of Countrywide Financial endorsed President George 
W. Bush’s call to raise minority homeownership rates. Homeownership is 
“our mission,” Mozilo said (Mozilo 2003). Was he motivated more by altru-
ism or profit? A reasonable person would suspect the latter. 

Countrywide’s enthusiasm for subprime mortgages was shared by count-
less firms with little or no federal mandate to fulfill, such as CIT Group, 
which filed for bankruptcy in the fall of 2009, and the investment banks, 
which significantly expanded their subprime activity when their own capital 
requirements were loosened in 2004 (Naudauld and Sherlund 2009).
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If public policy is to blame, it is for our national obsession with 
homeownership, irrespective of the economic merits. That is why nei-
ther Republicans nor Democrats were sympathetic to policies that would 
curb subprime activity. Senator Phil Gramm (R-TX), explaining why he 
opposed a federal antipredatory lending law in 2000, declared, “In the 
name of predatory lending, we could end up denying people with moder-
ate income and limited credit ratings the opportunity to borrow money” 
(Inner City Press 2000). For the same reason, in 2003 Representative Bar-
ney Frank (D-MA) said, “I do not want the same kind of focus on safety 
and soundness [with GSEs] that we have [toward banks]. I want to roll 
the dice a little bit more in this situation towards subsidized housing” (US 
House of Representatives 2003).

These factors are useful for understanding why other countries had 
housing bubbles but not banking crises. Financial innovation per se is 
not the reason. After the United States, Australia and Canada have among 
the most-developed financial systems and deepest asset-backed securities 
markets (IMF 2006). But there is little subprime activity in them. Austra-
lia’s “nonconforming” loans, their closest equivalent to subprime loans, 
accounted for just 1 percent of outstanding loans in 2007, compared to 
subprime’s 13 percent share in the United States, and the US loans generally 
had higher loan-to-value ratios (Debelle 2008). 

More conservative regulation and capital standards almost certainly 
played a part in the greater resilience of banks in Australia, Canada, and 
Spain, but such standards must be seen in their local context. Spain experi-
enced one of the modern era’s worst bank crises from 1977 to 1982 (Rein-
hart and Rogoff 2009, 160). In Canada in the early 1990s, numerous trust 
companies—the equivalent of thrifts—failed or were forced to merge with 
banks because of real estate and corporate loan losses. Such events shape 
banking culture in ways not easily explained by laws and capital ratios. 
As The Economist observed of Canada’s banks, “It is hard to find pre-crisis 
equivalents in America of the decision by Toronto-Dominion (TD) to exit its 
structured products business in 2005, or the 20-30 percent band that RBC 
[Royal Bank of Canada] imposes on the share of earnings that its capital-
markets business can contribute” (2009). Both Canada and Spain began to 
relax those standards as the last decade’s boom rolled on. Fortunately, the 
bust arrived before they completely caved in.
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Still, the main distinction between the United States and these non-crisis 
countries lies not in how they regulated their banks, but in the importance of 
banks in the first place. In the United States, banks intermediate only about 
one-tenth of nonfinancial credit, one of the lowest shares in the Organisa-
tion for Economic Co-operation and Development (IMF 2006, 108). The 
shadow banking system and capital markets do the rest. In part, this reflects 
historical anomalies: barriers on interstate banking forced banks to accept 
unhealthy geographic concentrations until securitization helped diffuse 
those risks. The shadow banking system was also a natural outgrowth of 
Americans’ entrepreneurial culture, and it became a useful laboratory for 
new types of home, car, mobile home, and consumer loans to borrowers that 
banks (often because of regulatory restraints) would not touch. 

But because of their relatively thin capitalization, their dependence on 
wholesale funding and securitization markets, and their opacity (in part 
due to less regulation), shadow banks made the US financial system more 
vulnerable to a liquidity and solvency crisis. Commercial banks aggravated 
this vulnerability in their efforts to level the playing field, either by shifting 
assets to off-balance sheet vehicles that did not tie up capital, or by acquir-
ing shadow banks, as HSBC did in 2003 with its purchase of Household 
International, then one of the largest subprime lenders. 

Though often forgotten, the subprime crisis did not start out as a bank-
ing crisis. It began, arguably, with the announcement of large losses by 
HSBC Finance (the renamed Household) in early 2007. That was followed 
by a rash of bankruptcies by nonbank lenders like New Century in 2007, 
then Bear Stearns’s collapse in March 2008, then the GSEs a few months 
later. Only then did the large commercial banks succumb. (An exception to 
this rule is thrifts, a type of bank, which had much higher concentrations 
of exotic mortgages and weaker oversight than other commercial banks.) 

This analysis has lessons for current financial system reforms. Our cur-
rent focus on bank regulation reminds me of the man who looks for his 
keys under a streetlamp because that is where the light is best, not because 
that is where he lost them. Banks are more visible, but shadow banking was, 
and remains, a more important source of risk.

For now, the shadow-system is doing a fine job of shrinking itself. 
HSBC has come full circle, announcing this year it was winding down 
HSBC Finance. The two remaining stand-alone investment banks are now 
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bank-holding companies. The GSEs are wards of the Treasury. Yet raising 
banks’ regulatory burdens and capital requirements, as we seem intent on 
doing, will eventually restore the incentive for risky activity to migrate back 
to the shadows. While new, or proposed, federal legislation will impose 
more uniform regulatory and licensing requirements on state-regulated 
companies, it remains to be seen if the states have the resources and will 
to enforce them. In 2007, California’s Department of Corporations had 
twenty-five examiners to oversee more than 4,800 state-licensed lenders, 
including many of the country’s largest subprime companies. By compari-
son, that year forty-six federal bank examiners were assigned exclusively to 
San Francisco-based Wells Fargo & Co.

And while these proposals seek to spread federal oversight over sys-
temically important nonbanks, it is doubtful regulators will know who 
those are until it is too late. In fall 1998, the Federal Reserve had only the 
vaguest notion of who Long Term Capital Management was, much less that 
some banks it regulated had large exposures to it. Over the long term, our 
economy prospers because of risk taking and innovation. By their nature, 
those things flourish where the regulatory burden is lowest: in the shadows. 
Why would the coming decades be different?
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