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Abstract

How should we understand the relationship between the central banks of developed market
economies and financial markets after the great financial crisis? Central banks have drastically
grown in importance. They have acquired and mobilized new resources after the crisis in the
form of growing balance sheets and standing backstop facilities for shadow banking. However,
these resources are mobilized to stabilize certain financial markets. Since the financial crisis
central banks have fought off endemic market liquidity events with large-scale asset purchases
and backstop facilities, turning them into permanent crisis managers. This entanglement with
financial markets did not start in 2008, before the crisis central banks were already involved in
constructing the financial infrastructures that would become dysfunctional. Did central bank
power really grow if the reason why it acquired new resources was to backstop financial markets?
And what are the repercussions of the greater entanglement of central banks and financial
markets for the legitimacy of both? This paper connects both these questions by arguing that the
function of financialized central banks in stabilizing dysfunctional markets undoes the state-
market boundary, politicizing market outcomes and the institution itself. This poses challenges

to central banks’ legitimacy and competence in the future.
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1 Introduction

The goal of this paper is to show the extent of the involvement of governments of developed
market economies in constructing and maintaining financial infrastructures. In contrast to views on
the ‘financialization’ (Krippner, 2005) of the economy as the culmination of deregulation and
depoliticization this paper will show that the state was actively engaged in certain financial markets
via central banks. Simultaneously, this paper does not wish to put forth the opposite view of a
powerful state leading financialization. Rather, it will argue that, in the financialized age, central
banks, as the state institution actively engaged in financial markets, are paradoxically both
powerful and powerless and depoliticized and politicized. To understand these paradoxes, the paper
will conclude by arguing that these paradoxes make sense if we abandon the pretence that there is
a clear state-market boundary. It is in the entanglement of the central bank with financial markets
that it finds its role as crisis manager for these markets whilst it rises in importances because it
mobilizes vast resources in this effort. The apolitical character of the economy and central bank is
also challenged in this way because economic outcomes in the market can no longer be seen as
merely decided by private market interactions.

This argument about state-market entanglement is thus not made for all state institutions nor for
the entire financial sector. The angle through which this problem is approached is specifically
through the relationship between the central bank (an irregular institution because of its de jure
independence from the fiscal authorities) and shadow banking. Particularly, repurchase agreements
(repo markets) are singled out as a vital component of shadow banking for both market participants
and central banks. Shadow banking is commonly viewed as credit intermediation not constrained
by the regulatory framework of conventional banking (FSB, 2012). Hence, its shadowy name,
alluding to its position outside of the purview of the state. Before the great financial crisis of 2007-
2009 it has therefore been seen as the product of private innovations in the financial sector to
circumvent regulations, (eventually) accommodated with deregulation by the state (Helgadéttir,
2016, p. 933; Rixen, 2013). However, this paper will show that shadow banking became a ‘critical
infrastructural system’ (Muellerleile, 2025) for central banks in the decades before the financial
crisis. Central banks adopted shadow money markets as their avenue of monetary policy making
(Braun, 2020; Braun & Gabor, 2020; Walter & Wansleben, 2020) and they lobbied for the
formalization and institutionalization of these markets (Gabor, 2016; Menand & Younger, 2023,
Sissoko, 2010; Wansleben, 2020).
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During and after the financial crisis these critical infrastructures needed to be saved repeatedly
by central banks (Murau, 2017; Wullweber, 2021). These actions, to save shadow banking, were
ad hoc emergency measures at first but were turned into a permanently institutionalized role of
central banks—they became insurers of market liquidity (Birk & Thiemann, 2020). This was done,
firstly, by creating permanent backstop facilities for shadow banking, effectively installing a floor
and a roof on the price of repos (Wullweber, 2020a). Secondly, large-scale asset purchase programs
are an active way in which central banks can also maintain market liquidity, by stabilizing asset
prices in financial markets (Musthag, 2023). These programs will be explained, in this paper, to
emphasise the permanent embeddedness of central banks’ balance sheets in the workings of
financial markets. Despite the successful decrease in central bank’s balance sheets since 2022, the
history of their ‘normalization’ (BGFRS, 2022) after the great financial crisis has been tumultuous.
Just like the drastic balance sheet expansion in response to the Covid-19 pandemic an expansion
might again be necessary in the future when an endogenous or exogenous shock hits market
liquidity. For these reasons, the somewhat provocative title of this paper: central banks are
managers of a permanent crisis of market liquidity. Alternatively, one could also posit that market
liquidity management has become a routine task of central banks (Musthaq, 2022).

To return to the first half of this paper’s title. The position of central banks as market liquidity
managers demonstrates the two paradoxes posed above. Firstly, they seem powerful because the
resources they wield to uphold financial markets are so vast but simultaneously these resources are
mobilized to backstop the business activities of market actors in the financial sector. If central bank
power is used to help out financial markets, then who is ruling who? They seem to be
simultaneously powerful and powerless. Secondly, a capitalist economy is based on the assumption
that market outcomes are the result of interactions between (Hayekian) market actors—and not of
state-led planning—hence, the economy is apolitical. For central banks this is especially important
because their legitimacy as independent institutions hinges on their apolitical character (Best, 2018;
Van ‘t Klooster, 2022, 2023). The entanglement of central banks and financial markets through
their liquidity management activities serves to politicize this ostensibly depoliticized state-market
relationship. What are the consequences of this paradoxical position for the central bank’s
legitimacy? And how does the central bank try to navigate this position? Finally, by drawing on
some old state theoretical concepts from Claus Offe (1974, 1984), this paper seeks to offer a way

to make sense of these paradoxes. It will be argued that the powerful-powerless central bank makes
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sense if we view the central bank itself as a financialized institution and it will argue that the ways
in which central banks undo and redraw the state-market boundary offer a way to understand the
politicized-depoliticized paradox.

This paper has been written by engaging with the academic International Political Economy
(IPE) and economics literature on central banking, shadow banking and the nexus between them.
Furthermore, this paper uses research conducted by central banks and international (regulatory)
institutions (for instance, BIS and FSB), speeches by central bankers and occasionally journalistic
accounts. These sources especially provide valuable inputs for the empirical element of this paper,
describing the concrete facts of the historical emergence of central banks as liquidity managers.
For the theoretical element of this paper an additional source is used: Offe’s state theory. The reason
for this is that, as we will see, it connects the two sets of questions this paper seeks to answer. It
covers both the function of the state as crisis manager for dysfunctional markets and the
consequences of this function for the legitimacy of the state. Through this literature research the
paper arrives at its own arguments whilst being embedded in and indebted to the dense existing
literature. The paper starts out with a literature review to demonstrate how this paper relates to the
existing literature and which questions are left unanswered. These research questions will then be
tackled by the research presented in this paper.

Important to note for the extent of the generalizability and external validity of the presented
arguments is that the following history and analysis will draw mostly on the conduct of the Federal
Reserve (Fed) as the most prominent example, combined with the occasional reference to the Bank
of England (The Bank) and the European Central Bank (ECB). The described general
developments are more universally applicable to developed market economies, as (financialized)
globalization induces isomorphic pressures for all countries to design their state structure in a
similar way, leading, for instance, to the widespread adoption of central bank independence (Polillo
& Guillén, 2005). The United States’ structure of financial markets and the Fed are of particular
importance because it serves as an institutional blueprint for the operations of the other central
banks and the US is the nation from where market-based (central) banking originates and spreads
(Gabor, 2016, 2020). However, institutional variability between cases evidently remains present
(cf. Hardie et al., 2013). The limitation of the focus of this paper is, therefore, that it studies the
common trends between these three central banks and not the differences between them or the
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difference with the situation in emerging market economies. One should thus be careful with
generalizations beyond the three central banks discussed in the text.

This paper is structured as follows. First, a literature review is conducted to position this paper
in the various strands of literature and to emphasize where it deviates from them. Thereafter, the
basic elements of shadow banking, repos and the crisis dynamics contained in them will be
explained. Then, in the first empirical section, the pre-history of central banking and
financialization leading up to the financial crises is explored. It contrasts literature that sees
financialization (and the position of the central bank therein) as the product of deregulation and
depoliticization to accounts that reveal the role of the state in constructing financial markets. The
second empirical section explains the conduct of central banks during and after the financial crisis.
Their historical emergence as permanent liquidity managers of shadow banking will be
demonstrated. This is followed by a theoretical section explaining and making sense of the two
paradoxes in more detail. Finally, the paper ends with a conclusion and discussion of its

implications.

2 Literature review

After the great financial crisis there was a renewed interest in central banking in the IPE and
economics literature. Of course, one of the questions that was asked was: what went wrong?
(Adrian & Shin, 2010; Brunnermeier, 2009; Fligstein et al., 2017; Gorton & Metrick, 2012). And,
important for this paper: what are the consequences of the central bank’s response to the crisis?
The picture that arises as answer to that question is that the influence of central banks rose
drastically. The literature speaks of central bank-led capitalism (Bowman et al., 2013), central bank
capitalism (Wullweber, 2021), the rise of central banks (Wansleben, 2023), an “‘unbound’ central
bank (Menand, 2022) and of central banks as a manifestation of state capitalism (Sokol, 2023). For
most of the literature the ‘dominance’ of the central bank starts with the financial crisis, but some
already locate the start of its rise in the 1980s (Wansleben, 2023). In those accounts the rise of
central banks goes together with the development of neoliberalism and financialization. Hence,
why it starts at the beginning of the ‘neoliberal period’ in the 1980s.

The rise of the central bank is of course a relative phenomenon; it has to rise in importance in
comparison to something else. A lot of the literature analyses the importance of central banks vis-

a-vis other state actors, primarily fiscal authorities. The question posed there is whether there is
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fiscal or monetary dominance in the state (Mabbett & Schelkle, 2019). Indeed, financialized
globalization since the 1980s has weakened the fiscal and regulatory authorities because of tax
competition, strong sovereign bond markets and regulatory arbitrage (Streeck, 2014). For this
reason, central bankers like to say that they are the ‘only game in town’ although, framed
negatively, you could also say they are increasingly ‘lonely’ (Mabbett & Schelkle, 2019). In
contrast to the discussions about power relations within the state this paper analyses the relationship
of the central bank vis-a-vis financial markets. Here an argument for the increase of central bank
power can also be made, it is what this paper will do, but it is much more ambiguous because the
financial sector also gains power.

The IPE literature has analysed the relationship between the state and financial markets after the
financial crisis in two ways (Musthag, 2023). The macroprudential regulation literature investigates
the shift in the regulatory regime after the financial crisis, surrounding the formalization of the
Basel 11l regulations (Baker, 2013). A macroprudential orientation of regulations means that
regulation is less concerned with the solvency of individual financial institutions (i.e.
microprudential) but takes stock of the systemic risk in the financial system as a whole (Borio &
White, 2004). It emphasises that collective behaviour and interactions between market actors can
lead to pro-cyclical mechanisms that deteriorate financial stability (ibid, p. 26). The insight that in
marked-based finance collective behaviour can have consequences on a systemic level will also be
adopted in this paper. However, the flaw of this literature, for the purposes of this paper, is that it
focusses on regulations and neglects the active interventions of central banks, who participate in
the market (Musthag, 2023). Birk & Thiemann (2020) illustrate nicely what the consequence of
this change in focus is. When the focus is on regulations the question is to what extent new
regulations constrain the actions of the financial sector. In contrast, when the involvement of the
central bank in the market through backstop facilities is discussed, the central bank maintains and
enables market infrastructures.

The second theoretical perspective on the state-finance relation in IPE is critical macro-finance
(Gabor, 2020). It is this literature that this paper draws own extensively. It explores how
interactions between state institutions and financial markets have shaped and altered them both
over time. Critical macro-finance views this “co-evolution as an outcome of deeply political
processes through which global finance seeks (and often obtains) state protection for systemic

liabilities” (ibid, p. 46). In other words, the state derisks some of the practises of financial market
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participants. The relationship explored in this paper, between central banks and shadow banking,
is particularly important in this literature. The site of the central bank-finance nexus is located in
shadow banking (Gabor & Braun, 2020; Murau, 2017) and specifically the role of repurchase
agreements therein (Birk & Thiemann, 2020; Braun, 2020; Gabor, 2016; Gabor & Ban, 2016;
Wansleben, 2020). The derisking method in this nexus is the Dealer of Last Resort role of central
banks (Mehrling, 2011), for an expanding set of collateral securities used in shadow banking (see
section 5).

What can remain ambiguous in this literature are the precise power relations between the central
bank and the financial sector. It has developed its own conceptualization of power: infrastructural
power (Braun, 2020; Coombs, 2025). In line with the emphasis on ‘co-evolution’ and ‘hybridity’
in this literature infrastructural power also contends that financial infrastructures can be vehicles
for both state and financial power (different perspectives on financial power will be discussed in
more detail in section 6). This raises the question can they both be powerful at the same time? What
is the ‘rise’ of the central bank, identified at the beginning of this literature review, if the financial
sector also gains power over the central bank? Who is ruling who here? Faced with this paradox
different authors have viewed the glass to be half-full or half-empty (Krippner, 2024). For
Wansleben (2023) central bank power increased in the financialized age for Gabor & Braun (2020)
the glass is more half-empty. Furthermore, the question that should also be answered is what are
the consequences for the legitimacy of the central bank-financial market hybridity if the public
sector derisks the private sector? Especially for the ostensibly apolitical central bank. To these
questions this paper will return towards its conclusion (section 6). First the reader should be
acquainted with the basic workings of shadow banking, repurchase agreements and their inherent
crisis dynamics, as to be able to understand the rest of the paper—to this we turn now.

3 Shadow banking, repos and crisis

Shadow banking is commonly defined as the system of financial actors and markets that
intermediate credit outside of the regular banking system and its regulations (FSB, 2012). This is
because in shadow banking credit is not created and provided by commercial banks with loans but
rather credit is traded in markets by (non-bank) financial actors (Adrian & Shin, 2010). Banks do
also participate in shadow banking, particularly in Europe, but not in their traditional capacity, their

balance sheets become marketized as they also use money markets for their day-to-day funding
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needs (i.e. their activities are not financed through their deposits)—we can thus call this market-
based banking (Gabor & Ban, 2016; Hardie et al., 2013). The total of shadow banking activities by
banks and non-banks can therefore be summarized as market-based finance. In shadow banking
lenders with cash to invest in money markets (such as Money Market Funds (MMF) who invest on
behalf of the ultimate lenders: households or institutional investors) lend to cash borrowers in
capital markets (such as hedge funds or banks). It is for this reason that the standard definition of
shadow banking is “money market funding of capital market lending”* (Mehrling et al., 2013, p.
2).

The predominant method of exchange in shadow banking is the repurchase agreement
(henceforth repo). In a repo the lender purchases certain securities as collateral in exchange for
cash, whereafter, on a specified later date, the borrower repurchases the collateral (see figure 1).
Financial institutions prefer repos over unsecured lending, to obtain very short term funding (80%
of triparty? repos in the US are overnight (Paddrik et al., 2021)), because they are cheaper and
contain less risk than borrowing in ‘conventional’ unsecured money markets (Gabor & Ban, 2016).
Repos are considered secure (less risky), and therefore cheap, because it is a form of collateralized
funding. The lender is protected against the risk that the borrower defaults because it already is the
legal owner of the collateral purchased in the repo. The lenders and borrowers of cash can interact
directly but almost always the transaction is mediated by a securities dealer, such as an investment
bank. These dealers, in ‘normal’ times, act as private market makers—without them the market
would not function as they bring counterparties together.

The size of the repo market has grown drastically, since the start of the financialization of the US

economy in the 1980s, both in absolute terms and relative to the quantity of unsecured loans. In the

Yin this way shadow banking transforms illiquid long-term assets (such as mortgages) in capital markets into sources
of short-term funding via money markets (this is called a maturity transformation), this is almost the opposite of the
maturity transformations in the traditional banking sector, where short-term deposits are transformed into long-term
loans (i.e. it is banking upside-down (Helgadéttir, 2016)). This complicates the ‘banking’ aspect of shadow banking.
Similarly, as is the subject of this paper, shadow banking is not really in the shadows and enjoys considerable
government support (e.g. Murau, 2017)—it is neither like conventional banking nor in the shadows.

2 There are different types of repos, a General Collateral (GC) repo is a bilateral transaction between a borrower and
a lender who agree on the types of securities eligible to be used as collateral. In figure 1 the transaction on the left-
hand side, between the dealer and a borrower, would be a bilateral repo. This left-hand side is also called a reverse
repo because the borrower is lending out securities instead of cash. A tri-party repo on the other hand is handled by a
third player, usually a custodian bank which manages the collateral and potential margin calls. These tri-party repos
are used by the securities dealers to finance their GC repos by borrowing from large cash investors; this is the right-
hand side of figure 1.




Bram Korthorst Jun. 29, 25 Master Thesis, Economics

US, in the early 1980s the total value of repos and unsecured interbank loans was still a similar
figure; repo funding was about twice the total value of interbank loans. However, in the thirty years
thereafter, leading up to the financial crisis, repo funding ballooned in comparison to interbank
loans (Wansleben, 2020, fig. 1). It became, and remained after the crisis, the largest source of
funding in money markets (ibid, p. 201). Europe had a smaller repo market than the US in the
decades leading up to the financial crisis, but it has caught up (Gabor & Ban, 2016). Currently (in
2022), repos are the largest source of short-term funding in money markets at 56% of total market
turnover (the unsecured interbank market stood at 12% in 2022) (ECB, 2022).

Now we turn to the properties of a repo transaction, which become important when we want to
understand crises in repo markets. The costs of a repo transaction are dependent on three factors.
Firstly, the haircut is the amount that the transaction is overcollateralized, that is, the value of the
additional collateral that the borrower has to pledge beyond the cash that it receives. This is done
to ensure that the borrower actually repurchases the securities later. Secondly, the repo interest rate
is the price of the transaction, in an equivalent manner to regular loans, and has to be paid upon
maturity (see Baklanova et al., 2015 for a good overview of features of and actors in repos).
Consider the following stylised example. A cash borrower finances its securities positions by
borrowing against the securities in its portfolio on repo markets (it can do this because the returns
made on those securities will still be transferred to the borrower despite the collateral being legally
owned by the lender). A cash lender wants to put its cash to work and earn a safe return in money
markets. The lender buys €1M worth of collateral securities from the borrower but only pays
€0.8M; the haircut is 20% in this case. This is a very high haircut only used for explanatory
purposes, depending on the collateral type in ‘normal’ times repos can even have a 0% haircut. At
the specified later date, the purchase is reversed. The borrower repurchases the €1M worth of

collateral for €0.8M but also pays an additional percentage on top, this is the repo rate.

caollsteral collateral
» »
Borrower i{‘,EIEh - haircut N cash - haircut LE::EF
{e.g. hedge fund, Dealer I':1E.|:ul-c.et ine;
central bank) | U,
":-.'::-::-Ilateral . l':-::-::-Ilﬁsatlansll central bank)
cash + repo rate cash + repo rate

FIGURE 1. SCHEMATIC REPRESENTATION OF A REPO TRANSACTION. SOURCE: AUTHOR 'S OWN.
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The third ‘cost’ of a repo is dependent on fluctuations in the price of the securities used as
collateral. The value of the pledged collateral has to be kept at the agreed amount on a ‘mark-to-
market’ basis; if the market value of the collateral declines, below a certain threshold (or ‘margin’),
the lender can demand that the borrower pledges additional collateral to make up the difference,
this is called a margin call (Wullweber, 2020b). The continuous updating of collateral is an
advantage, as it is saver for the lender, but it is also the source of the ever-present crisis tendency
of the market.

When the prices of collateral securities drop the lending side will demand higher haircuts because
trust in the solvency of the borrower goes down. Repos become more expensive in this way and
borrowers have trouble rolling over their debt (meeting payment obligations) because they do not
have the additionally needed liquidity on hand. In other words, this borrower has a funding liquidity
problem. To obtain the needed liquidity they are forced to sell some of their assets, which further
decreases the value of the pledged collateral on the market and decreases the amount of collateral
available for reverse repos. The decline of the value of securities then triggers margin calls,
constraining the lending conditions of borrowers further. In turn, forcing more securities to be sold:
a downward price spiral is set in motion because of a fire sale of collateral securities. The dealers
can no longer trust the pledged collateral, what lenders are willing to pay for it (bid) drifts apart
from what the borrowers want for it (ask). The willingness of dealers to buy securities in capital
markets and their ability to sell them in money markets goes away and the market ceases to
function. A funding liquidity problem of individual borrowers has turned into a market liquidity
problem (this dynamic is described in various sources, see: Brunnermeier, 2009; CGFS, 2017;
Wullweber, 2020a, 2020b, 2021). It is this pro-cyclical deterioration of market conditions that will
come to the fore in the great financial crisis and several times thereafter.

The central lesson is that in shadow banking crises do not occur because of a traditional bank
run, where a bank is unable to pay-out withdrawing depositors, but rather because of market
dysfunction. What is important for market functioning is that market liquidity is maintained—the
ability to liquidate assets or roll over debt without causing a downward price spiral and by extension
decrease the value of an investor’s portfolio (Brunnermeier & Pedersen, 2008; Mehrling, 2012;
Musthag, 2023)—as opposed to funding liquidity, i.e. the ability of individual banks to borrow to
meet their payment obligations (Mehrling et al., 2013). Of vital importance for market liquidity is

the stable value of the assets used as collateral, this determines the possible volume of repos and
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prohibits market spasms from taking place (it ensures the ‘willingness and ability’ of dealers to
serve both the lending and borrowing side of the market (Mehrling, 2011) and thus act as private
market makers).

4 Pre-history of central banking until 2007: Not just state withdrawal

Now we turn to the pre-history of central banking and financialization, leading up to the great
financial crisis. This section will contrast theories that view this period as a moment of state
withdrawal with the history of central banks as co-constructures of market-based finance.

The history of financialization and the transition towards market-based finance is often
associated with a withdrawing state. These accounts show the deregulation (Green, 2016) and
depoliticization (Burnham, 2014) of the economy, and especially the financial sector. One major
argument for this claim will be explored in this section.® The argument is that the state withdrew
to accommodate class interest (Streeck, 2014), here primarily interpreted as the interests of asset
owners and (financial) corporations over those of wage earners. The state deregulated to protect
the profit margins of (finance) capital and restore the threat of unemployment pacified in the
Keynesian age (Kalecki, 1943). This was a ‘counterrevolution’ (Cooper, 2024), politically
personified by the likes of Ronald Reagan and Paul VVolcker, where the central bank’s role was to
suppress wages and inflate the value of financial assets. This section will explain this argument in
more detail and argue, without disproving other theories, that what is missing is the way in which
state capacity is retained (Dutta, 2020). Central bank power in the financialized age is the product
of the need for a governing and stabilizing authority without which capital accumulation would not
be possible; this is thus a functionalist view on central bank power. Shadow banking and repo
markets are of specific importance for central bank’s function as stabilizer and monetary policy
capabilities. These markets will thus partly be constructed by central banks; the evidence for this

in the literature will be discussed.

3 A second set of arguments, prominent in the literature, is ideational. It argues that the belief in self-regulating
financial markets and (macro-)economic models, which neglected the risks in financial markets (Fligstein et al., 2017),
provided the ideational backing for the development of market-based finance. Which instilled overconfidence in
financial market stability among market actors and policy makers (Braun, 2014). Furthermore, the ideas of economist
provided the rational for the delegation of powers to central banks (McNamara, 2002). The rise of finance and central
banks can thus be explained with ideas; for reasons of brevity, they will not be elaborated on further here.

11
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4.1 The rise of finance and central banks

A great number of studies argue that the rise of finance or the ‘financialization’ (Krippner, 2005)
of the economy finds its origin in the decline of profit rates of (US) firms in the 1970s (see, for
instance, Arrighi, 1994). Democratic demands for better wages and labour conditions could no
longer be reconciled with capital’s demands for sufficiently high profits when the trente glorieuses’
regime of accumulation was running out of steam (Streeck, 2014). This prompted firms to divert
investment from commodity production to finance. However, financial corporations around the
world were still faced with a regulatory regime heavily constraining the types of (market-based)
activities they could engage in. In the US, a lot of these regulations dated from the New Deal era,
such as the Glass-Steagall Act of 1933, which established banking regulations such as the
separation of commercial and investment banking and interest rate ceilings (Regulation Q).
Innovations in the financial sector with new financial instruments started to work around these
regulations.

Traditionally banks relied on a stable liabilities side of their balance sheets in the form of
deposits. However, Regulation Q capped the interest rates they could pay out on these deposits,
making them uncompetitive when interest rates in the economy rose above the cap. A process of
‘disintermediation’ would ensue where capital flows out of depository institutions and into
financial instrument that could offer a market rate of return—deposits were diverted into money
markets (Krippner, 2010). Banks, therefore, circumvented the caps in Regulation Q, to tap into an
alternative source of funding by themselves becoming cash borrowers in money markets in the
1960s (Knafo, 2022). They started trading certificates of deposits, accommodated by the Fed, on
which they could pay higher interest rates (ibid, p. 40). With the Fed hiking interest rates in the
1970s this move towards money markets became systemic and permanent (Krippner, 2010).
Regulation Q was consequently formally repealed in 1980. Similarly, Funk & Hirschmann (2014)
show how the invention of foreign exchange and interest rate swaps served to break the distinction
between commercial and investment banking, leading to the de facto and eventual de jure repeal
of the entire Glass-Steagall Act (in 1999). Banks moved to market-based banking and active
liabilities management as they became more reliant on money markets instead of deposits to fund
their lending. The switch to market-based finance is what then led to the growth of repos. These
practises and deregulations originate in the US but thereafter spread around the world. The spread

of deregulated market-based finance went in particular via Eurodollar markets. In the UK, the City
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of London split into two sides with on one side the ‘offshore” Eurodollar financial sector and the
other side the traditional regulated ‘onshore’ sector. The competitive pressure from foreign firms
operating in the offshore segment then set off a regulatory race to the bottom where the City and
New York continuously deregulated their financial sectors in order to protect the profits of
domestic banks (Green, 2016).

By deregulating the financial sector the state accommodated the diversion of resources to finance.
In this view states acted against the Keynesian political-economic order to protect the profits of
capital and thereby kicking off a shift of power towards finance.* The prominence of central banks
can be explained in the same vein. They capitalize on the breakdown of the Keynesian social
contract during the stagflation crisis of the 1970s (the combination of a stagnating economy and
rampant inflation). Paul VVolcker announced on October 6, 1979, that the Fed would be constraining
further growth of the money supply by steering interest rates upward in the interbank market for
reserves (Barker, 2019). The drastic increase in rates, to signal its commitment to containing
inflation at grave costs, sacrifices organized labour and employment (Perelman, 2012). Whilst
employment and productive investments suffer, the financial sector does well with high interest
rates. Deregulation of global financial markets meant that foreign capital could flow to the US to
profit of Volcker’s high interest rates. The growth of credit was thus not tempered, only its
provision to productive industries was—finance was still growing. In that way inflation was
displaced from wage-driven increases in goods prices to the appreciation of asset prices in financial
markets (Krippner, 2010). After Volcker’s tenure this translated into the ‘Greenspan put’, where
the Fed presided, over the course of Greenspan’s tenure (1987-2006), over an increase in asset
prices by essentially protecting market actors against down-side risk through its interventions
(Miller et al., 2002). And then it went wrong in 2007.

The ‘retraction’ of the state and deregulation has been connected with a simultaneous movement
towards the depoliticization of the economy (e.g. Burnham, 2014; Streeck, 2014). Governments

were faced with a series of economic woes and opted for painful policy responses, such as

4 Given the absence of other ways to pacify the distributional conflict no longer contained by the Keynesian
social contract, financialization also became a strategy to keep people satisfied. This strategy was dubbed
privatized Keynesianism by Crouch (2009). It entails the increased availability of credit for private
individuals/households (primarily via mortgage debt). In that way, the living standards of people could
continue to grow without burdening employers with wage increases or the neoliberal state with increased
social expenditure.
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deflationary politics and austerity measures from the late-1980s/1990s onwards. Therefore, they
no longer wanted to be seen as arbiters of market outcomes (Krippner, 2007). The boundary
between the market and the state needed to be reaffirmed to depoliticize the economy. This is
‘depoliticisation as a governing strategy’ (Burnham, 2014), which is only an attempt to make the
economy appear apolitical but in fact “depoliticisation can enhance political control” (ibid, p. 195).
However, any account of the ‘neoliberal’ period must be wary of a one-dimensional account of the
‘withdrawal’ of the state because the economy always needs to be regulated to make capital
accumulation possible. This tension, within the state, between trying to avoid blame for market
outcomes and still regulate the economy is what Krippner (2007) calls the neoliberal dilemma. As
Dutta (2020) argues, oftentimes, when scholars write about financial deregulation, this Polanyian
double movement towards ‘reregulation’ (Mirowski, 2009) is missing. We must thus account for
in what way the state builds the capacity to govern through financial markets in this new

financialized age. Central banks become these vehicles of state power.

4.2 Central banks as co-constructors of financial infrastructures

The shadowy aspect of shadow banking suggests a lack of governmental involvement—it is
private innovation and deregulation. It has been seen as “the global culmination of a march towards
the deregulation and de-politicization of credit allocation and credit creation” (Helgadottir, 2016,
p. 933), which came to an end only after the great financial crisis when a government backstop was
needed. However, already before the financial crisis, whilst the need for official backstops for
shadow banking was not yet recognised, governments and central banks were involved in
constructing and fostering these markets. In this way state power, in this case central bank power,
was retained because “shadow money markets have come to serve as the governance infrastructure
for central banks” (Braun & Gabor, 2020, p. 2).

It is Volcker’s Fed which first learns how to adapt to the age of finance. In fact, it even ‘learns
to love financialization’ (Walter & Wansleben, 2020) over the course of the 1980s and 1990s
because it finds out, during its brief experimentation with monetarism, that it can enhance its
governing power by working through financial markets (Braun, 2020). In the footsteps of the Fed,
the Bank of England realigned its monetary policy with liberalized finance by means of its new
inflation targeting regime (Walter & Wansleben, 2020) which became hegemonic among central
banks in the 1990s. Under this regime the central bank sets interest rates in the interbank market

for reserves by conducting Open Market Operations (OMOs). It influences the supply of reserves
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with repo or reverse repo transactions with primary dealers in repo markets to steer the federal
funds rate (in the US) towards the target rate.® The dealers then store the obtained cash (in the case
of a repo) with their bank which uses it to trade in the federal funds market, theoretically arbitrage
between different sources of short term funding (federal funds and repo market) makes them move
together (Bech et al., 2011). In this way the central bank implements its monetary policy by setting
(very) short term interest rates in money markets, like the unsecured interbank market and the much
larger repo market. These policy signals, starting in short-term money markets, then get transmitted
to the wider economy, influencing long-term interest rates and the macro-economic parameters that
the central bank is ultimately concerned with (inflation and economic growth).

This means that central banks, in their quest for governability, rely less on limiting the activities
of financial markets, like in the Keynesian period, but instead require “deep and liquid” markets
(Braun & Gabor, 2020, p. 7) to transmit their policy signals. The (financialized) economy has
become much more sensitive to price signals in financial markets (Wansleben, 2023, p. 47, 54).
Therefore, the central bank henceforth (since the 1990s) relies on highly responsive financial
markets for its monetary policy. These interests of the central bank matched with the interests of
financial markets in establishing a stable source of overnight funding and the interests of the state
in creating demand for government bonds, which are needed as collateral. Gabor (2016) called this
threefold amalgamation of interests the repo trinity (cf. Pape & Rommerskirchen, 2024). It is for
this reason that central banks start to aid the further development of these markets to construct the
infrastructure for its monetary policy strategy.

In the early beginnings of financialization in the 1970s and 1980, shadow banking was primarily
private sector driven but in the 1990s and early 2000s the public sector accommodated its
development by formalizing and institutionalizing repo markets by creating the legal framework
and adopting them in its monetary policy making (Wansleben, 2020). For instance, repos obtained
a privileged position in bankruptcy law, partly because of lobbying by central banks. In the US
repos were exempted from automatic stay (i.e. a bankrupt firm’s debt cannot be collected by its
creditors but must be handled by a trustee) in 1984, which meant that the collateral used in the

transaction would not get held up if the (cash) borrower defaults, but instead the lender is treated

® The Fed had already used a sort of repo transaction since the 1920s but other central banks started switching to
repo-based liquidity management since the 1970s (CGFS, 1999), instead of the usual outright purchase of government
securities in the unsecured market.
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as the collateral’s legal owner (Garbade, 2006; Menand & Younger, 2023, pp. 288-293; Sissoko,
2010).

Initially, this, so called safe harbour status in bankruptcy law, only applied to repos collateralized
with government securities. When fiscal consolidation in the 1990s started to constrain the quantity
of necessary collateral—threatening market liquidity—the Fed added mortgage-backed securities
(MBS) as eligible collateral in its repo operations in 1999 (Gabor, 2016). To give these types of
collateral the same privileged status as Treasury-backed repos in bankruptcy law the exemption on
automatic stay was extended to repos collateralized with MBS in the Bankruptcy Act of 2005
(Sissoko, 2010). The creation of private substitutes for public securities produced by shadow banks
(shadow money) was encouraged in this way. In a similar fashion, the eligible counterparties of
central banks in OMOs were expanded to non-banks active in shadow banking (in the US in 1991,
in the UK in 1997) (Wansleben, 2020, p. 199). With its decisions on eligible collateral and
counterparties it is the central bank that also shapes these markets. Even though there is still no
explicit liquidity backstop for repo markets before the crisis, there are no Lender of Last Resort
facilities for shadow banks at this point, the ‘moneyness’ of these debt instruments increases,
heightening the expectations for an ex post bail-out (ibid; Hockett & Omarova, 2017, pp. 1175-
1183).

To summarize, the financialization of the economy is not just the product of innovations in the
financial sector abetted by the state with deregulation. It is crucial to also include the role of central
banks as co-constructors of financial infrastructures, particularly money markets (Braun & Gabor,
2020). By lobbying for a legal framework for repo markets and adopting repos as its way of
conducting monetary policy, including the types of collateral used and counterparties active in repo
markets, the central bank constructed the infrastructure for its own governing strategy. The
political-economic (class interests) push for financialization went together with an expansion of
central bank power.

The new political-economic regime and the position of central banks therein seemed to work, in
a technical sense, at first. The period from the end of the 1980s until 2007 became known as the
Great Moderation. A period characterized by stable macro-economic parameters and, most

importantly for the central bank, steady low inflation, although the frequency of financial crisis did
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increase (Borio & White, 2004). The Great Moderation coincided in time with the construction of
the financial infrastructures discussed above. Much of the literature has identified precisely these
shadow money markets as major culprits in the 2007-2009 financial crisis (e.g. Gorton & Metrick,

2012)—with which the Great Moderation came to a crashing end.

5 Central banking during and after the crisis

The market infrastructures which central banks had embraced as its avenue of conducting
monetary policy became dysfunctional during the great financial crisis (2007-2009), prompting the
central bank to step in as their saviour. In its capacity as crisis fighter central bank power rose
further and it brought its role as constructor and preserver of financial markets in stark relief. This
section will show how central banks emerged as liquidity managers for shadow banking. By first
providing an abstract comparison of the types of monetary policy and crisis management measures
employed before and after the crisis. Then the historical emergence of central banks as liquidity
insurers through its backstop facilities will be shown. Finally, it will be shown that central bank
liquidity managing interventions go beyond back stopping with its asset purchase programs,

making central banks active liquidity managers.

5.1 Comparing pre- and post-crisis monetary policy and crisis management

In the next section the historical circumstances out of which the new functions and instruments
of central bank evolved will be explored in detail. Before this is explained the reader ought to be
acquainted with the general workings of the policy regimes before and after the financial crisis.
Before the crisis central banking was relatively straightforward. It constituted of the trifecta of
Open Market Operations (OMOs), the discount window and reserve requirements (see, for
instance, Fullwiler, 2013). Central banks set the interest rate in interbank markets for reserves at
the central bank (for instance, federal funds rate in the US). When banks are about to fall short of
the central bank’s reserve requirements or need buffers to settle payments they borrow reserves on
the interbank market. (This is how reserve requirements affect monetary policy by determining
banks’ appetite for reserves.) The interest rate paid on those loans between banks can be influenced

by OMOs, where the central bank manipulates the supply of reserves on the market by buying and

® The Great Moderation is also, partly, a consequence of the breakdown of organised labour and the inflow of cheap
consumer goods from East-Asian producers, easing inflationary pressures. Still, the central bank can rhetorically take
credit for it—improving its ‘output legitimacy’.
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selling Treasuries and in exchange credits or debits a bank’s account at the central bank (as we
have seen in the last section the outright buying or selling of Treasuries in the interbank market
was already exchanged for repos in OMOs before the crisis). Finally, the central bank can also
influence the cost of refinancing directly, as lender of last resort, through its discount window
where it sets the discount rate. This rate is the ceiling on the interbank market, borrowing for higher
would not make economic sense. A floor under the interbank market was added in 2008 when the
Fed started paying an interest rate on reserve balances (IORB) (the ECB already did this since its
inception with its deposit facility); in this way they completed the ‘corridor’ in which the interbank
rate could fluctuate (although rates might fall outside the bandwidth in practise (Chiu et al., 2020)).

Crisis management, before the financial crisis, was done via the discount window (a standing
facility). This is why it is the ceiling of the market, if a bank cannot access liquidity from other
market participants it comes to the central bank which acts as the Lender of Last Resort (LOLR)
(giving the discount window a stigma because using it might signal weakness). This role of the
central bank goes back to the Victorian age of central banking. As is well known, Walter Bagehot
(1873) in 1873 in his Lombard Street devised some rules for the central bank’s LoLR operations.
Bagehot’s LoLR rules entailed that central banks should lend above market interest rates against
good collateral, to apply some form of punishment for needing public support (Mehrling et al.,
2013) and to only support solvent institutions who did not ‘deserve’ to go under because of a
‘random’ financial shock (Downey, 2024).

TABLE 1. THE CENTRAL BANK 'S EVOLVING INSTRUMENTS

Monetary policy Crisis management
Pre-financial crisis | OMOs (corridor Discount window
system) (Lender of Last Resort)

Post-financial crisis | Interest rate on reserve | Standing repo facilities
balances (floor system) | (Dealer of Last Resort)
QE for long-term rates | Market-function asset
purchases

Source: Author’s own table.

After the financial crisis both these functions of the central bank evolve to drastically expand its
imprint on the economy. Monetary policy changes because after the crisis interest rates are stuck
against the zero lower bound; short-term interest rates cannot be lowered further. To still be able

to stimulate the economy central banks start their quantitative easing (QE) programs (Joyce et al.,
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2012). These programs are commonly called unconventional monetary policy (although they are
far from unconventional in the 15 years after the crisis) because they are targeted at long-term
interest rates instead of the short-term rates in traditional OMOs. This is done by purchasing large
quantities of long-term securities. The idea is that these purchases of, for instance government
bonds, will reduce yields and increase prices of these bonds. This, would then concomitantly
increase the prices (and reduce yields) of corporate bonds and other long-term securities because
investors will substitute the government bonds, bought by the central bank, for similar maturity
securities (ibid, figure 2). The so-called portfolio substitution effect then boosts economic activity
by reducing the financing costs of companies (lower yields) and through the wealth effect, as the
owners of the securities which prices go up will become wealthier and spent more (ibid).”

The side-effect of QE is that the amount of reserves at the central bank goes up drastically; when
the asset side of the central bank’s balance sheet expands with acquired assets, the liabilities side
matches this increase with newly created reserves (Bailey et al., 2020). The consequence is that
after the financial crisis the old corridor system of monetary policy implementation does not work
anymore. OMOs to marginally manipulate the supply of reserves to push banks along the demand
curve for reserves towards the target rate (see left panel figure 2) cannot work if the amount of
reserves has completely saturated banks’ demand. With ‘ample’ reserves small changes in the
reserve balance have no effect on the interbank rate and therefore monetary policy moved towards
a floor system (Afonso et al., 2021). In the US, the interest rate in the federal funds market is (in
theory) equal to the IORB, the floor of the corridor. Accepting an interest rate below that would
not make sense because a bank can always store its reserves at the central bank and receive the
IORB. Central banks have committed to this form of monetary policy implementation (e.g. ECB,
2024). This means that their balance sheets can never shrink back to pre-crisis size; if so, the banks
would return to the steep section of their demand curve for reserves and the floor system would

become dysfunctional .2

" \Whether or not QE actually succeeds at its stated purpose is a discussion for a different place (see cf. Fullwiler &
Randall Wray, 2010; Fullwiler, 2013); important here is that stimulating macro-economic growth (i.e. monetary policy)
is the way in which QE is legitimized.

8 In its effort to ‘normalize’ the size of the Fed’s balance sheet after the Covid expansion it thus aims to “hold no
more securities than necessary to implement monetary policy efficiently and effectively” (i.e. just enough to maintain
an ample amount of reserves) (BGFRS, 2022).
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FIGURE 2. MONETARY POLICY WITH SCARCE (LEFT) OR AMPLE (RIGHT) RESERVES. SOURCE: AUGMENTED
VERSIONS OF FIGURES BY AFONSO ET AL. (2021); WULLWEBER (2020A) ALSO ADDS A REVERSE REPO
FACILITY TO A SIMILAR FIGURE.

Crisis management measures are where the most radical changes take place during and after the
financial crisis. In the crisis, market liquidity vanished through the mechanism sketched out in
section 3 (see sources cited above). Due to the market-based nature of shadow banking traditional
LoLR operations were not sufficient to restore market functioning (Musthag, 2023). As stated
above, not just the funding of individual banks but the ability and willingness of dealers to make
markets is what counts (Mehrling, 2011), which is dependent on the stable price of collateral. To
restore confidence in the collateral, to get these markets to function again, the central bank steps in
to stabilize the prices and thus publicly ensure the value of the securities it deems necessary for
market functioning (Murau, 2017). In this capacity, the central bank becomes the Dealer of Last
Resort (DoLR) (Mehrling, 2011, 2014), replacing private dealers as market makers.

This happens in two ways. Firstly, central banks ensure market liquidity by expanding the
traditional LoLR backstopping facilities (the discount window) for banks to dealers in shadow
banking (Wullweber, 2020a); essentially creating a corridor system for repo markets (see figure 2,
right panel). Secondly, the QE asset purchase programs are outflows of the market making
activities of central banks during the crisis (Musthaq, 2023). These programs are thus not just
monetary policy (narrowly conceived as influencing macro-economic parameters) but also
financial stability measures. They have a dual-purpose of which the ‘market-function’ (Bailey et
al., 2020; Duffie & Keane, 2023) is of particular interest for this paper because it shows the extent
of state involvement in ensuring the continued existence of these markets. It is in these crisis
management measures that the ‘rise’ of central banks continues, which is why these two types of

central bank liquidity management will be discussed further.
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5.2 Central banks as liquidity insurers

One of the features of privatized Keynesianism, cited above, is the extension of mortgage debt
to poor/moderate-income households, who were deemed too risky to grant credit to before (Crouch,
2009). These households were given so called subprime mortgages, which were financed through
their securitization into financial products: mortgage-backed securities (MBS) (Adrian & Shin,
2010). MBS were used to turn long-term mortgages into sources of short-term funding by using
them as collateral in repos. That is why the breakdown of the US housing market, starting in 2007,
started a ‘run on repo’ (Gorton & Metrick, 2012). Haircuts in repos shot up because the collateral
used could no longer be trusted and dealers in tri-party repos would no longer accept MBS as
collateral—market liquidity vanished. This made it difficult for banks, who relied on these markets
for short-term roll-over of their debt, to obtain funding because they were now holding illiquid
assets.

Central banks intervened drastically to stabilize financial markets. They could no longer push
away from the responsibility of crisis management and financial regulation, which is what they had
done during the Great Moderation period (Wansleben, 2023, Ch. 5), and mainly legitimize its
actions on the basis of monetary policy implementation and transmission. Besides price stability
central banks are now (again) responsible for financial stability (Birk & Thiemann, 2020, p. 275).
In the first stage of crisis fighting central banks continued to rely on market-based solutions, as
they preferred to do before the crisis. For instance, the Fed tried to save the faltering mortgage
lender Countrywide Financial Corporation by intermediating between Countrywide and the Bank
of New York Mellon (one of the two main custodian banks in US tri-party repos) to restore
Countrywide’s access to the triparty repo market (Murau, 2017, p. 818) until it was eventually
bought by the Bank of America. It also pushed down interest rates in the interbank market with its
traditional OMOs, to supply cheaper short-term funding for banks (Grad et al., 2011). This did not
go far enough; in repo markets non-bank security dealers are of vital importance and they needed
their lending liquidity restored as well. This was problematic because they cannot use the discount
window like traditional banks (depository institutions) can (Adrian et al., 2009).

Therefore, in the second stage of crisis fighting, after the collapse of Bear Stearns in March 2008,
the Fed stepped up as an expanded version of the lender of last resort (Mehrling, 2014). The Fed
created its Term Securities Lending Facility (TSLF) and the Primary Dealer Credit Facility
(PDCF). The TSLF allowed market participants, primary dealers (banks and securities dealers), to
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swap their illiquid collateral (mainly MBS) for Treasuries, which were still being accepted as
collateral in repos (Grad et al., 2011, p. 6). The PDCF, in contrast, took the lending side of a
repurchase agreement by buying Treasuries and other sorts of ‘good’ (investment-grade) collateral®
(Adrian et al., 2009; Ennis, 2011). Essentially, the central bank provides a public backstop on both
sides of the repo market in this way. The TSLF grants security dealers access to good collateral
which can subsequently be used to borrow from the Fed. However, this was, again, not enough to
tame the unfolding crisis as in the world of market-based (shadow) banking it is market liquidity
that counts and not just lending liquidity to individual banks and dealers (Gabor, 2020; Musthaq,
2023, pp. 286-287). In other words, being only a lender of last resort to restore lending liquidity is
not sufficient anymore.

Therefore, in the third and final crisis fighting phase the central banks intervened on a massive
scale to restore market liquidity. After the bankruptcy of Lehman Brothers, a sizeable securities
dealer in MBS-backed shadow banking, in September 2008 there was panic in money markets—
margin calls and haircuts in repos grew even higher than before—and the lending side of repos
dried up (Wullweber, 2020a, p. 599). In response, the Fed expanded the collateral it would accept
at the PDCF to all collateral eligible in tri-party repos, which includes non-investment grade and
unrated securities (Yang, 2020). Drastically increasing the usage of the facility towards a peak
outstanding debt of 130 billion U.S. dollars towards the end of September 2008 (ibid, p. 153). In
this way the central bank replaced the private dealers as market makers and essentially “dragged
the entire repo market on its balance sheet” (Murau, 2017, p. 819), at some point buying 90% of
all newly issued MBS to backstop the market (Mehrling, 2014). This crisis fighting measure has
been dubbed the Dealer of Last Resort (DoLR)® (Mehrling, 2011, 2014).

The PDCF and TSLF were two emergency facilities, justified on the basis of the ‘unusual and
exigent’ circumstances (as stated in article 13(3) of the federal reserve act) of the crisis (Ennis,
2011; Murau, 2017). But these ‘emergency exceptions’ (Best, 2018) were consequently normalized

and institutionalized. The TSLF and PDCF were closed down after the crisis, and the positions

% Such a facility, the Term Auction Facility (TAF), had already been opened up in December 2007 but only for
depository institutions (e.g. commercial banks). The PDCF extended lending of cash to primary dealers (Gorton et al.,
2018).

10 The terminology for this function of the central bank varies depending on the author. Perry Mehrling uses DoLR
but other scholars (Gabor, 2016, p. 990; Sibert & Buiter, 2007) and the Bank of England (BoE, 2015) also use Market
Maker of Last Resort.

22



Bram Korthorst Jun. 29, 25 Master Thesis, Economics

exited (although the central bank’s balance sheet did not shrink, as we will soon see). However,
market actors continued believing that the facilities would return if necessary (Murau, 2017) and
they were right: the PDCF reopened during the Covid pandemic—it remained as an implicit
backstop. From September 2013 onwards the Fed formalized an explicit backstop to one half of
the repo market (it acted as cash borrower) by establishing an (overnight) reverse repo facility (ON
RRP) that would supply a wide variety of counterparties (primary dealers, banks, money market
funds) with government bonds (Frost et al., 2015). After initial experimentation with smaller
quantities (ibid) the RRP was turned into a full-allotment facility (no cap on the amount of money
processed) in December 2015 (Murau, 2017, p. 825). The RRP was at first designed and justified
on the basis of monetary policy, the consequences for financial stability were considered to be
‘secondary effects’ (Frost et al., 2015). However, with this facility “the Fed has created a safety
net particularly designed for the shadow banking system” (Wullweber, 2020a, p. 600).

The role of the central bank as dealer/market maker of last resort was also acknowledged by the
Bank of England. It was the first central bank to explicitly formalize this role in its code of conduct
(the Red Book) (Gabor, 2016). It provides a liquidity insurance on a “permanent institutionalised
basis” (Birk & Thiemann, 2020, p. 275) by liquidity upgrading collateral (to satisfy demand for
good collateral) and installing facilities to provide liquidity in return for eligible collateral (BoE,
2015, p. 6). This placed a floor and a ceiling on the repo market; repo rates would be contained by
facilities on the borrowing and lending side of the market. In the US, the ON RRP only provided a
floor under repo rates but the ceiling was absent. Perhaps because of the outdated belief that the
Fed should control the federal funds rate and not the repo rate, leaving the shadow banks without
necessary backstop (Wullweber, 2020a). The experience of the sudden spikes in repo rates in
September 2019 and during the early stages of the Covid pandemic then instilled the realization
among central bankers that a Standing Repo Facility (SRF) was needed to inject liquidity into
money markets during a shortage of reserves (Smith, 2021). The Fed followed through in July
2021, establishing the SRF to backstop money markets and prevent spikes in repo rates from
pushing the FFR outside the Fed’s target range (Afonso, 2022).

Wullweber (2020a) argues that these backstops entail an expansion of sovereign power to keep
these financial markets from collapsing. He, however, does not assert that the ‘free’ market has
been annulled by this expansion of central bank’s backstopping facilities; they rather construct a

space within which free market activity can take place. As researchers at the New York Fed write,
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the SRF’s “minimum bid rate should be set above rates in overnight repo markets under normal
market conditions, so as not to unduly influence price discovery” (Afonso, 2022, my emphasis)—
the backstops only dictate market prices in times of crisis. That is why central bankers also stress
that the positions taken by the central bank with these facilities will be exited again in non-crisis
times, so that “the intervention is only supporting, not replacing, the market” (Mehrling, 2014, p.
110).

5.3 Asset purchases as active liquidity management
As just discussed, central banks have become liquidity insurers with backstop facilities that

activate during crisis times, but this section will show that they also actively manage liquidity on a
more permanent basis with large scale asset purchases. Despite central banker’s stress on the
temporary nature of crisis-management measures the size of the FED’s balance sheet continued to
expand after the 2007-2009 financial crisis (see figure 3) until the Fed announced that it would start
to reduce the Feds holdings of securities and work towards ‘balance sheet normalization’ in
September 2017 (BGFRS, 2022). This proved to be an arduous effort because two years later in
September 2019 and certainly after March 2020 the balance sheet massively expanded again. After
its post-Covid peak in spring 2022 the size of the balance sheet was gradually reduced again, which
continues in 2025.
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FIGURE 3. TOTAL ASSETS OF THE FEDERAL RESERVE. SOURCE: BOARD OF GOVERNORS OF THE FEDERAL
RESERVE SYSTEM (DATA FROM FRED).
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These changes in the size of the Fed’s balance sheet are because of its QE policies. As mentioned
before, QE’s explicit purpose is to change the prices of assets by directly intervening in the market,
beyond the short-term interest rates targeted in conventional OMOs. QE thereby shatters the taboo
on the purchase of long-term securities which was initially put in place to try to delineate the state
from the economy (Coombs & Thiemann, 2022, p. 546). These interventions make the boundary
between ‘the market’ and the state more porous than when only the backstopping facilities are
considered. There is not only a ceiling on and a floor under the market, terminology which reaffirms
the state-market boundary, but also a constant interventionism, which cuts across the boundary, in
the form of asset purchase programs. QE thus “turned post hoc interventions into ad hoc active
engagement in specific markets” (Ronkainen & Sorsa, 2018, p. 713).

These programs are commonly discussed separately from the backstop facilities; QE is monetary
policy and standing facilities as backstops are about financial stability and L/DoLR operations.
However, in the post-crisis era the different functions of the central bank have become much closer
entangled (BoE, 2015, p. 5; Borio, 2011; Tucker, 2014; Tucker & Cecchetti, 2021). These
programs should not be discussed separately on the basis that QE is a form of monetary policy and
not a backstop because, besides these monetary policy concerns, asset purchase programs also have
a ‘market function’ (Duffie & Keane, 2023). Bailey et al. (2020) call this the liquidity channel of
QE, as asset purchases are used to restore the functioning of disrupted markets and with that restore
monetary policy transmission. Asset purchases improve market liquidity (Boneva et al., 2022)
because a major buyer of certain securities is added to the market. This influences the confidence
of market participants (primarily dealers) that they will be able to sell assets against a stable price,
enhancing their willingness to make markets (ibid, p. 2617). Reversely, reducing the size of the
central bank’s balance sheet has proven difficult for the same reason. Quantitative Tightening (QT)
or even scaling back (tapering) the QE program (see the ‘taper tantrum’ in 2013) risks triggering
another run on repo because a major buyer of, Treasuries, MBS and corporate bonds, leaves the
market thereby destabilizing market liquidity. Trust in the stable valuation of collateral goes down
causing the downward price-cycle of higher haircuts, margin calls, repo rates and increasingly

lower value of collateral.
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The first QE programs were launched by central banks at the end of the financial crisis.** In
January 2009 the Bank of England became a backstop buyer of £50 billion in corporate bonds to
reduce the liquidity risk of dealers (Tucker, 2009, pp. 11-12). After which it launched its first of
five rounds of QE in March 2009 (Bailey et al., 2020). The Fed launched its first round of QE, out
of the four there have been so far, in November 2008 to backstop the MBS market buying $500
billion in MBS, to which another $750 billion in MBS and $300 billion in Treasuries was added in
2009 (Borio & Zabai, 2016, table 3). The ECB was later but also became a market maker of last
resort through its large-scale asset purchase programs in 2012 when it promised to buy an uncapped
amounts of government bonds with its Outright Monetary Transactions (OMT). This to ensure that
Italian government bonds, “the second largest supplier of collateral for European repo markets”
(Gabor & Ban, 2016, p. 16), would still be trustworthy collateral.

To withdraw out of this role again, to normalize the size of the central bank’s balance sheet, has
been difficult. Take the case of the Fed (Musthag, 2023). After its first three rounds of QE Ben
Bernanke (unexpectedly) announced the role back of asset purchases in 2013 with a potential full
phaseout in 2014. Triggering the so-called taper tantrum, investors scrambled to obtain safe haven
dollar denominated assets. Funds withdrew from emerging market economies towards the US,
causing financial turmoil in these countries; the Fed was forced to increase its asset purchases again
(see figure 3). The second time the Fed attempted to normalize its balance sheet started in
September 2017. This became problematic two years later because the shrinking amount of reserve
balances during QT decreased the amount of cash available to satisfy liquidity demand (Copeland
et al., 2025). It caused a spike in repo rates in September 2019.

There was a shortage of reserves to absorb newly issued government bonds or other shocks to
the supply/demand in money markets, which, despite several smaller shocks to the supply of
Treasuries because of the first Trump administration’s corporate tax cuts and the additional
issuance of government bonds to fund them, was caused by the withdrawal of the Fed since the
start of balance sheet normalization (Afonso et al., 2021). The Fed had withdrawn as a major buyer
of Treasuries and large systemically important banks were expected to act as ‘lenders of second to
last resort’ (Correa et al., 2020) to fill the lack of demand for Treasuries left by the Fed. The reason
why they didn’t perform this function for the repo market, even though they still had a large amount

" The very first QE program was already launched in 2001 by the Bank of Japan to stimulate the Japanese economy
after a decade of low growth and financial turmoil around the turn of the millennium (Joyce et al., 2012, p. 274).
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of excess reserves, which they could now use to yield a higher interest rate in the market, is in
many accounts thought to be the result of an increased ‘taste for reserves’ (Greeley et al., 2019) of
banks. Which they have, in part, because of Basel 11l regulations after the financial crisis (Tran,
2019). The central bank intervened by increasing the supply of cash with 75 billion U.S. dollars
per day in repo funding in exchange for Treasuries and MBS and the Fed made outright purchases
of Treasuries to reduce the supply of securities in need of financing and to stabilize the price
(Afonso et al., 2021).

These are just problems caused by the contraction of the central bank’s balance sheet itself. In
addition to problems endogenous to financial markets, central banks have also become primary
crisis managers for problems not originating from the financial sector. Exogenous shocks that can
turn into a crisis of market liquidity such as pandemics, policy volatility, geopolitical turmoil and
climate events—the entire multitude of polycrisis phenomena—are also reasons for central bank
intervention, to maintain the financial flows through the market plumbing infrastructure. As was
demonstrated during the biggest balance sheet expansion of all starting in March 2020 (see figure
3) in response to the Covid pandemic. The database from Cantl et al. (2021) reports that 55
different asset purchase programs were launched globally to contain the financial fallout of the
pandemic. About half of the securities purchased were public assets (ibid, p. 13), this represented
an incredibly large amount of newly issued government debt: in the UK, US and the Eurozone it
was 50, 57 and 71 percent respectively (Braun, 2021, p. 111). The other half were private assets,
most notably the Fed decided to outright buy investment grade (or just below investment grade)
corporate bonds for the first time (during the great financial crisis the PDCF had accepted
investment grade bonds as collateral but the Fed had not actively bought them in the market) with
its secondary market corporate credit facility (Cantu et al., 2021). With this eligibility requirement
for its corporate credit facilities the Fed backstopped about 80% of the corporate bond market
(excluding banks) (Singh, 2020). On top of that, it went further by also buying ‘fallen angels’,
bonds that have been downgraded to junk bond status because they have been issued by lowly rated
corporations, via exchange-traded funds (ETFs). Braun (2021) argues that in this way the Fed
protects the business of private equity funds because they engage in leveraged (debt-funded)
buyouts where buyout targets fund their ‘own’ take over by issuing junk bonds.

For all these reasons, the central banks’ balance sheets have become permanently embedded in

the functioning of financial markets. Asset purchase programs are neither unconventional nor
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solely monetary policy. The lines between normal and crisis times and between monetary policy
and liquidity support have become so opaque that it can arguably just be called conventional central
banking (Musthag, 2022, 2023). This inextricable linkage between monetary policy and financial
stability measures is important for the legitimacy of central banks because monetary policy is often
used as the justification when the central bank backstops the business activities of participants in
shadow banking. As Wansleben (2020, p. 209) puts it “publicly justified as a contribution to
macroeconomic growth, the central bank’s interventions arguably serve the purpose of maintaining

the business models of market participants at the apex of the contemporary financial system.”

6 Central bank power and politics in the new age

From this history we have learned that central banks were ‘decisive catalysts’ (Braun & Gabor,
2020; Pape & Rommerskirchen, 2024) in the construction of financial infrastructures (market-
based finance) before the financial crisis and became dominant actors in maintaining these markets
during and after the crisis when they revealed themselves to be so unstable. Financialization and
central banking moved in tandem because the rise of central banks to dominance is a functional
requirement for the stability of the shadow banking system. The history of central banks as (market)
liquidity guarantors shows that they can mobilize resources on a vast scale, their ‘rise’ is
unquestionable, but what is central bank power or state capacity if it only serves to backstop
financial markets? This points to a classic state theoretical problem about the relationship of the
state to capital.

The IPE literature seems to converge towards to position that it is the financial sector that gains
the most power here. Whether it be because of powerful interest groups or the aim of the central
bank to maximize its monetary policy transmission the literature arrives on the “depiction of
‘captured’ central banks beholden to the market*? (Coombs & Thiemann, 2022, p. 537). However,
again, this is hard to square with the expanded influence of central banks after the crisis as financial
stabilizers (ibid), and justifies the question: are they powerful or powerless? A theory of the role
of central banks in today’s financialized economies has to explain why the state, paradoxically,
gets bigger to govern the economy whilst the interests of certain financial markets are being served.

Another paradox emerges when we look at the consequences of the central bank’s role as liquidity

12 \Wansleben (2020) perhaps puts it in the crudest terms when he characterizes the market making activities of
central banks in repo markets as ‘neo-patrimonialism’ (p. 209).
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manager. It might serve to politicize the central bank-market relationship whilst the legitimacy of
this relationship is dependent on its apolitical character. This section will first explore these two
paradoxes in more detail and then present a way to make sense of them.

6.1 Central bank power and relations to the financial markets

The power that the financial sector holds over central banks has been conceptualized with varying
degrees of sophistication. The financial sector wields both instrumental power and structural power
(Braun, 2020; Dutta, 2020). The former is about regulatory capture through lobbying, close-nit
ideological networks and the power of certain financial interest groups over the regulatory process
(Pagliari & Young, 2016). Rixen (2013) argues that is it because of regulatory capture of the state
by financial interest groups that the regulation of shadow banking after the financial crisis has only
been symbolic and incremental. The latter, structural power, is about the power granted to the
financial sector because it can withhold vital resources from the economy by pulling out investment
(for a more thorough discussion see Culpepper, 2015). As a consequence, shadow banking needs
to be bailed out because of its structurally critical position in the economy—the market is too-big-
to-fail—and these interventions in turn preserve the position and structural power of the financial
sector (Vasudevan, 2022). These theories of power, especially instrumental power, fit in with the
macroprudential literature discussed in the literature review. It views the state primarily as a
regulatory institution (Braun, 2020) which makes it ill-suited to explain the active role of central
banks as liquidity managers. They also echo the classical state theoretical discussions of the 1970s.
Claus Offe (1974) called theories that viewed the state as an (in)direct instrument of capital
influence theories. In opposition to this he argued that the state itself inhibits a ‘structural
selectivity’ in favour of certain interests that cannot be reduced to just external pressures, albeit
because it needs some ‘relative autonomy’ from markets to be able to stabilize them (cf. Poulantzas,
1980) (we will pick up this train of thought in section 6.3).

The opposite of theories that see the conduct of the state as determined by elements outside of
itself is what Helgadottir (2016) argues is the point of view of some of the (orthodox) economics
literature on shadow banking. This literature views the backstopping of shadow banking as logical
institutional innovations in reaction to exogenous shocks generated in the private sector; it simply
expanded its older stabilizing role to new realities (ibid, p. 928). That central banks were involved
in constructing the markets that would later become dysfunctional already complicates the picture

of an exogenous shock; the state and the private sector are much closer entangled. But perhaps the
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most important question, that commonly is not asked here, is: are these markets worth
backstopping? If it primarily benefits the financial sector then why does the central bank act in this
capacity?®® This cannot be answered by looking at the central bank in isolation, responding to
exogenous shocks, but its entanglement with powers outside of itself should be included.

Kicked off by a paper by Braun (2020) the concept of infrastructural power was added to this
discussion (it can be seen as a subdivision of structural power) (Coombs, 2022, 2025; Walter, 2022;
Walter & Wansleben, 2020; Wansleben, 2023). Infrastructural power is neither merely
instrumentalist nor institutionalist but homes in on the interdependence of the state and private
finance. First conceptualized by Michael Mann, infrastructural power explains how modern states,
instead of utilizing the despotic power of the medieval state, work through non-state infrastructures
to project its power (Coombs, 2025). This theory can better explain the role of the central bank in
constructing and maintaining financial markets because it sees them as active participants in those
markets—instead of just regulatory institutions—thereby acknowledging the hybrid nature of the
state-market relationship (Braun, 2020). Central banks implement and transmit monetary policy
through financial markets, as we have seen this was the reason why central banks were supportive
of their construction in the pre-crisis age (section 4). Financial markets are the infrastructures
through which central banks govern and thus wield their infrastructural power. Mann was primarily
concerned with state power but he also acknowledged that infrastructural power is a ‘two-way
street’ (Mann, 1993, p. 59); it also grants the financial sector power over the central bank because
it has to support their activities to be able to govern. It gains a way of implementing and transmitting
monetary policy, however, at the same time, it is forced to backstop market activities. Should we
consider this central bank ‘power’ or not? The question here thus remains: in which direction is the

two-way street trotted more? (Krippner, 2024)

13 What is the social use of market-based finance? Many arguments can be made against preserving these markets
with state resources. Firstly, the supposed benefit of repos was their safety for lenders given their contractual structure
(section 3, 4). But what we have learned is that they are only ‘safe’ if a public authority maintains market liquidity
(section 5). Backstopping markets because they are ‘safe’ is self-contradictory. Sissoko (2019) also argues that market-
based finance is a major culprit of ‘secular stagnation’, enduring low growth rates before and after the financial crisis,
because it contributes to the dearth of investment due to inequalities. Those with the resources to take advantage of
fire sales during liquidity events profit whilst middle class consumers lose out and lose confidence. Leading to a decline
in consumption and investment by corporations that are dependent on consumer spending. Lastly, the backstop method,
asset purchase programs, also causes inequalities (see section 6.2).
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6.2 Politicized depoliticization paradox

In a similar manner to accounts of the neoliberal turn and the start of the rise of central banks
between the late-1970s/1980s and the financial crisis, discussed above, post-crisis studies into the
political economy of central banking have pointed out a continued commitment to depoliticization
(Best, 2018; Levingston, 2021; Van ‘t Klooster, 2022, 2023; Van ‘t Klooster & Fontan, 2020). The
literature has analysed central banks “as beneficiaries of depoliticization but also in particular as
agents who seek to bring about depoliticization” (Van ‘t Klooster, 2023, p. 1104-1105). Policy
makers have a ‘normative commitment to depoliticisation’ (Levingston, 2021) to legitimize the
central bank’s actions and independence. This commitment to depoliticization in the face of a more
overtly influential central bank has been called ‘technocratic Keynesianism’ (Van ‘t Klooster,
2022) and ‘depoliticised Keynesianism’ (Levingston, 2021). However, as discussed in section 3
about the initial wave of deregulation and depoliticization between the 1980s and 2007,
‘depoliticization’ alone does not cover the whole story. This paper argues that as the amount of
central bank resources, that are being used to uphold financial markets, expands, the boundary
between the state and economy becomes fuzzier (cf. Coombs & Thiemann, 2022) which serves to
politicize the economy and the institution, which might challenge its legitimacy. As Offe (1984)
puts it this is

“the problem of whether the political-administrative [System] can politically regulate the
economic system without politicizing its substance and thus negating its identity as a capitalist

economic system based on private production and appropriation” (p. 52).

As we have seen in sections 4 and 5 the involvement of the central bank in an expanding set of
financial markets in not just short-term but long-term securities crosses the state-market boundary.
It responds to the endemic crisis of market liquidity as a market maker of last resort by putting a
floor under asset prices. But what kind of ‘market’ does it make in that way; not one where
(Hayekian) market actors discover prices through autonomous market interactions. Market
outcomes lose their ‘naturalness’ and instead require a political justification because a state
institution is so heavily involved (Borchert & Lessenich, 2016, p. 26, cf. Habermas, 1988). As
stated above (section 5), backstop facilities that only become active during crisis times still leave
some room for a (limited) ‘free’ market but the obfuscation of the distinction between crisis and

non-crisis times also makes this boundary hazy.
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That the central bank has a larger bearing on market outcomes already entails the politicization
of ‘the market’ but it becomes especially challenging to the central banks own legitimacy, as an
apolitical institution, when it has a clear distributional effect; when central bank’s liquidity
management benefits some more than others. This is why there was a lot of interest in the bail out
of specific banks in the immediate aftermath of the financial crisis. Leading to protests (e.g. Occupy
Wall Street) and discussions about the moral hazard inducing effect of bank bailouts. That asset
purchase programs bail out such a reified entity as ‘the market’, instead of individual firms, might
depoliticize these policies because it seems less distributional than the saviour of an individual
firm. But moral hazard also occurs because of market backstops. The central bank takes more risky
assets of the books of private actors and swaps them out with safe assets, or it puts a price floor
under the market—essentially (partially) de-risking private investments (Musthag. 2023). In the
absence of ex-ante constraints on the risk-taking behaviour of market actors an ex-post liquidity
insurance can cause additional risk taking (i.e. moral hazard) (Ricks, 2010).

Asset purchase programs also have distributional consequences.'* QE is thought to have an effect
on income and wealth inequality (although there is discussion in the literature) by inflating equity
prices such as stocks, which are disproportionality owned by the top percentiles of the wealth
distribution (BoE, 2012; Domanski et al., 2016; Fontan et al., 2016; Montecino & Epstein, 2015).
After all, the explicit purpose of QE was to create a portfolio rebalancing and wealth effect (Joyce
et al., 2012). Central banks also justify their corporate asset purchase programs by pointing out
their market neutrality (i.e. it does not prioritize certain market sectors over others but merely
supports the entire corporate bond market) (Van ‘t Klooster & Fontan, 2020). But conservatively
mirroring the market structure does not absolve central banks from making political choices (ibid,
p. 873). For instance, it results in (disproportionately) large benefits for the oil and gas industry
(see Matikainen et al., 2017; Wagner et al., 2020 (report from NGOs)) which, given the costs of

climate change, sits ill with ‘neutral’ central bank intervention.

14 Besides the distributional consequences of asset purchases, shadow banking itself is also a consequence of
inequality. The simultaneous demand for investment opportunities by the wealthy and credit by the poor creates the
circumstances, on the demand and the supply side of shadow banking, for it to proliferate (Helgadottir, 2016;
Wullweber, 2021, pp. 245-246).
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6.3 Making sense of the contradictions: Undoing the state-market boundary

We have now identified two remarkable paradoxes; central banks are simultaneously powerful
and powerless and politicized and depoliticized. To explain why this is the case the state theoretical
contributions of Claus Offe come in helpful. As opposed to instrumentalist theories that view the
state as a mere managing committee of capital, he contended that the state has an internal logic of
its own—it is not just beholden to external demands, from for instance the financial sector (Offe,
1974). However, state power clearly has its constraints because the state has to draw on systems
outside of itself for the success of its interventions, those are capital accumulation in the economy
and legitimacy with its constituents (i.e. the state has to contend with both capitalism and
democracy).

The starting point of this theory is that the state has two functions: an accumulation and a
legitimacy function. The accumulation function is about the role of the state in making
accumulation possible by regulating and intervening in the economy. In this way the state
compensates for the crises unfolding in the economy that cannot be resolved by the market alone.
This is clearly the case with market liquidity crises, private self-regulation proved insufficient, and
in response the central bank became the actual source of market liquidity. They do this either by
organising markets, for instance by creating the legal framework to support them, like the state did
in the pre-crisis repo markets or through wholesale regulation of the economy by state intervention,
like the central bank’s balance sheet policies (Borchert & Lessenich, 2016, p. 25). Why does it do
this? Not because it is captured by financial interests but because central banks “autonomously
develop a build-in bias that favours certain interests and disregards others” (ibid, p. 51, my
emphasis). This is what the infrastructural power concept highlights so succinctly; by aligning its
monetary policy practices with repo markets (section 4) central banks ‘autonomously’ develop the
incentives to bail them out. If we view central banks like this then the question who rules over who
makes less sense. We see that the central bank is not simply captured by financial interest but itself
fosters a certain ‘selection mechanism’ (Offe, 1974) which prioritizes certain interests over others
and therefore becomes a financialized central bank itself. This is a way out of the identified
paradox, if the central bank itself is financialized you can claim that it is more powerful as its
resources expand but its backstopping resources still serve financial interests.

On the other hand, the state has its legitimacy function. This is what was discussed in section

6.2. The legitimacy of the central bank-market nexus is infringed upon when it (co-)determines
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market outcomes, politicizing both the market and itself. This is a ‘demarcation problem’ (Offe,
1984, p. 64) where crises are displaced from the market to the state. The central bank has to deal
with market liquidity problems and their repercussions because it comes to be seen as arbiter of
market outcomes; this is the nature of the ‘neoliberal dilemma’ (Krippner, 2007) discussed above.

Offe (1984) puts it like this

“while it [the state] must organize the dysfunctional social consequences of private production,
state policy is not supposed to infringe on the primacy of private production. If state policy is to
be adequate, however, it is forced to rely on means which either violate the dominant capital
relation or undermine the functional requirements - the legitimacy and administrative competence

- of state regulation itself” (p. 61).

These are ‘contradictory functional imperatives’ (ibid, p. 64); the central bank’s accumulation
and legitimacy functions come into conflict with one another. To resolve the second paradox,
politicized depoliticization, central bankers struggle to get out of this demarcation problem and
restore the state-market boundary without causing or neglecting market dysfunction. The central
bank is in a ‘functional trap’ where it can do ‘too much’ or ‘too little’ interventions (Borchert &
Lessenich, 2016, p. 55). From section 5 we can deduce two ways in which they seek to redraw the
state-market boundary, broken by its role as permanent liquidity manager. First, through their
balance sheet normalization policies. Central banks’ balance sheets will undoubtedly remain larger
than before the crisis, to stay in an ample reserves regime and to accommodate banks’ greater
appetite for reserves. But this would not have the same boundary shattering effect as active large-
scale asset purchases. The question is thus whether central banks will successfully accomplish
balance sheet normalization (albeit at a new ‘normal’ level) or if the balance sheet will need to
expand again in the future (cf. Acharyaet al., 2023). It is for this reason that this paper has explored
the arduous history of balance sheet normalization. In fragile market-based finance, where shocks
to certain asset prices can constantly lead to liquidity events, balance sheet contraction, even after
its relative success since 2022, might still prove to be an uphill task.

The second way of ‘redrawing’ the state-market boundary is by arguing that it was never crossed

at all. Central bankers square new competencies under the same old mandate to make an appeal to
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continuity with the pre-crisis era (Van ‘t Klooster, 2022).1* 1® They argue that there is nothing
qualitatively different about the post-crisis era; the state-market relationship has not changed
fundamentally. They can do this because, as discussed in section 5, the different functions of central
banking have become much more entangled. Monetary policy and crisis management are both done
with (large scale) asset purchases during QE. When the central bank’s price stability mandate
requires expansionary monetary policy with QE the financial stability consequences are welcome
‘secondary effects’. However, this only works when monetary policy and liquidity stabilization
work in the same direction. Now that QT has been reinstated because of the post-covid up-tick in
inflation, any balance sheet expansion for market liquidity purposes is harder to justify, because
monetary policy and financial stability might require contradictory balance sheet policies.

Duffie & Keane (2023) recall that a day after the Bank of England announced its QT program,
on 22th of September 2022, the fiscal shock created by the tax cuts in prime minister Truss and
chancellor Kwarteng’s mini-budget forced it to expand its balance sheet again to stabilize the gilt
market. A similar situation could have occurred after the tariffs announcement of the Trump
administration in April 2025. The Fed’s hand could have been forced, if the pro-cyclical (fire) sale
of Treasury positions had worsened (causing another liquidity event), to pursue expansionary
balance sheet policies to stabilize the market. As opposed to a strategy of patience to see if the
inflationary pressure of tariffs or deflationary pressure of a recession would require contractionary
or expansionary monetary policy. Here, we arguably see how the central bank’s role in stabilizing
dysfunctional private markets might undermine ‘administrative competence’, as stated in the just

cited Offe quote.

7 Conclusion and discussion

This paper has shown that central banks have become permanent crisis managers, fending off
market liquidity crises originating from inside or outside the machinery of financial markets. The
state and not the market has emerged as the “fundamental source of liquidity” (Sissoko, 2019, p.

318) in financial markets. Standing backstop facilities and large-scale asset purchases are the two

15 Van’t Klooster (2022) calls this ‘strategic ambiguity’, where “new policies superficially adhere to ideological
standards of earlier policymaking, but also serve new priorities and solve problems specific to a new paradigm” (p.
775).

16 Also see Reichlin (2023) who argues that central banks’ market maker of last resort role challenges Ben
Bernanke’s attempt at doing this.
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ways in which central banks fight off endemic liquidity events; both with their own implications
for the state-market relationship. It is this role as crisis manager, a functional requirement for any
‘stable’ financial market, that has revolutionized central banking; it became an omnipresent
powerful actor. However, this was a revolution without revolutionaries (Gabor, 2021; Wullweber,
2021), central banks became so prominent despite, or rather because, of their “conservative
impulse” (Menand, 2022). It is this that puts central banks into awkward paradoxical positions:
they remain committed to a depoliticized central bank-financial market relationship even though
their own actions politicize both the central bank and the economy. Furthermore, the central bank
has only become powerful because it has orientated itself towards market-based finance—it is a
financialized central bank that is powerful—also increasing the power of the financial sector.

This paper has also shown that before the financial crisis it were central banks themselves who
co-constructed the infrastructures for market-based finance, which would be the source of the great
financial crisis. They did this by lobbying for the creation of a legal framework for repo markets
and by embedding its monetary policy in those markets. This history challenges accounts that view
the pre-crisis age as just laissez-faire deregulation and depoliticization. Finally, this paper offers a
way to connect the many questions raised in this paper with each other. If we drop the pretence to
a hard boundary between the state and the market and instead interrogate the entanglement of the
central bank with financial markets, we see that the central bank’s function as stabilizer, which
makes capital accumulation and the reproduction of financialized capitalism possible, comes into
conflict with its legitimacy function. Which poses challenges for central banks’ legitimacy and
competence in the post-crisis age. The future stability of the current central bank-financial market
relationship will depend on central banks’ ability to navigate these contradictory functional
imperatives and policy signals.

However, that is not to say that the current central bank-financial market relationship is the only
option. Central banks do not have to be conservative ‘regime preservers’ (Wansleben, 2023) merely
seeking stability (Downey, 2024). Especially because “when the state repairs this vital system
[financial infrastructures], it necessarily repairs marketized finance capital, including its capacity
to reproduce socio-economic inequality” (Muellerleile, 2025, p. 22). Instead of relying on central
banks as permanent crisis managers to perpetually try to conserve dysfunctional financial markets,
and concomitantly an unequal environmentally unsustainable political-economic system, this

system itself could be fundamentally altered. A way forward would be to find a way to disentangle
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the state from financial markets (ibid). This paper has identified the difficulties that
disentanglement will most definitely entail: the central bank will have to find a way to implement
and transmit monetary policy without being dependent on market-based finance and, additionally,
it will need to find a way to let financial markets crash without causing suffering in the population.

In this effort the financial sector’s size will have to be curtailed to make it lose its status as a
structurally crucial infrastructure. The New Deal era regulations discussed in this paper (section 4)
can be a great source of inspiration in that effort; to bring finance back to its status before the
market-based turn. The central bank itself does not necessarily have to shrink back to the size that
it was in an earlier (Keynesian) age (Braun, 2021). This paper has shown that in current-day central
banking the institution already mobilizes vast resources to guide the economy—these resources
can also be wielded for progressive ends. This to ensure that a truly public institution gets more
sway over credit allocation instead of central bank planning for private profits (ibid, p. 114). For
instance, if QE ever returns it could be used to fund infrastructural projects via a public investment
bank or liquidity could be provided directly to consumers (Fontan et al., 2016). However, the task
of restructuring financialized capitalism cannot be delegated to central banks alone, the fiscal and
regulatory authorities will have to play an important role. For example, as inequality creates the
demand for debt among the poor and for investment opportunities among the wealthy (Helgadéttir,
2016), progressive taxation would reduce the need for market-based finance.

Future research could be conducted to further flesh out how such a move towards
disentanglement might be accomplished. Specifically, the role of central banks therein is
interesting. How would and should central banking work if market-based finance is curtailed? Are
there earlier methods of monetary policy making that central banks could fall back to? Is it desirable
that it does so? Furthermore, since a limitation of this paper is its focus on the common trends
between three developed market economies, more comparative research could be done to learn
from the differences between cases, especially focussing on emerging market economies (some of
these nations also engaged in asset purchase programs, for the first time, during the Covid pandemic
(Cantu et al., 2021)). This, to better inform policy discussion about disentanglement the world over.
Although, the political climate in 2025 might not be attuned to these kind of policy measures—
instead, the central bank could be instrumentalised for a different kind of politics in the future—
this paper indicates that a course correction is long overdue.
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