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Crises are destructive. The near-collapse of the American financial system in 

2008 wiped out over $11 trillion in household wealth (Financial Crisis Inquiry 

Commission 2011). But unanticipated crises, like forest fires, can be regenerative. They 

reveal gaps in our thinking and shake loose deeply-held assumptions. This crisis is no 

different. Well documented is the failure of economics to recognize a looming crisis on 

the horizon and, once it had arrived, to say anything useful about it. Political scientists 

writing on international economic relations did not do any better. A leading scholar of 

International Political Economy (IPE) calls the field’s performance “embarrassing” and 

“dismal” (Cohen 2009, 437). 

This paper makes two points in its two main parts. First, Frank Knight (1921) and 

John Maynard Keynes (1921) drew a conceptual distinction between risk and uncertainty 

that remains of fundamental importance today. In the world of risk the assumption that 

agents follow consistent, rational decision rules is plausible. But that assumption 

becomes untenable when parameters are too unstable to quantify the prospects for events 

that may or may not happen in the future (Keynes 1937; Lawson 1985, 915-16). Decision 

makers rely on a variety of heuristics, beliefs, and mimicry to cope with the “known 

unknowns” and “unknown unknowns” that troubled former Secretary of Defense Donald 

Rumsfeld. The financial crisis of 2008 was therefore not an exogenous shock followed by 

a period of distributional struggles among rational actors eventually yielding a new 

equilibrium. Instead the crisis illustrates the central importance of social conventions, 

such as risk management models, that actors adopt so that they can cope with uncertainty 

and that generate endogenously the seeds of the systems own collapse. The conventional 

view that we live only in a world of calculable risk is mistaken and leaves us with a 
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stunted and dangerously incomplete view of economic life. We live in a world of risk and 

uncertainty.  

Second, in situations of uncertainty more or better information is not a panacea.  

In situations of uncertainty information, as in the squeezing of a balloon, pushes that 

uncertainty into some other, unrecognized part of the system. Reflecting on the collapse 

of the LTCM hedge fund in 1998, George Soros observed, “the increasing skill in 

measuring risk and modeling risk led to the neglect of uncertainty at LTCM, and the 

result is you could use a lot more leverage than you should . . . They didn’t recognize that 

the model was flawed and it neglected this thick tail in the bell curve” (quoted in 

Patterson 2010, 99).  Whatever the fault of their policies, this was not true of important 

decision makers in 2008. We shall show that contrary to conventional assumptions, 

members of the Federal Reserve were fully aware that they were dealing with a world of 

risk and uncertainty. 

Although we lack historical distance and intellectual consensus, the baseline 

model of the 2008 crisis is consistent with the world of risk. It weaves together a handful 

of causal factors including: foreign and domestic investors who made available massive 

pools of savings at ultra-low interest rates that stoked demand for high-yielding assets; 

bankers and financial engineers who supplied investment vehicles carved out of pools of 

mortgages (many of which were low quality); credit raters who, locked in intense 

competition over market share, overlooked evident flaws in the securitization process to 

give their seal of approval to the instruments sold by the banks; the banks which 

ratcheted up their leverage ratios in order to maximize short-term profits, with the 

implicit guarantee that if market conditions soured they would be bailed out by the 
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government; and government regulators who stood by idly or looked the other way as the 

crisis was building  because they were convinced of the power of risk management 

models.   

This baseline model gives us no more than a partial explanation of the crisis. We 

argue here that much of the evidence from the subprime meltdown and the global credit 

crunch contradicts this view. Political and economic agents make many of their most 

important decisions under conditions of uncertainty, or in ambiguous situations that mix 

risk and uncertainty.  Absent reliable estimates of calculable probabilities, social 

conventions or technologies, such as risk management models, are indispensible for 

agents to function in a world in which they must make potentially enormously rewarding 

or costly choices.   

We develop this argument in two parts. The first part discusses the world of risk. 

We explain how and why the concept of uncertainty, initially formulated by Keynes and 

Knight in the 1920s, was criticized and eventually subsumed by a single, dominant model 

of decision making – subjective expected utility theory – upon which the dominant risk-

based theories of finance and economic policymaking were subsequently built. In the 

second part we present evidence from the financial crisis of 2008 and from decision 

making in the U.S. Federal Reserve in the years leading up to the crisis. The illustrative 

evidence we present is consistent with our main argument. Many of the key decisions 

faced by economic agents and policymakers are made in the presence of uncertainty. 

Seeking to shift the burden of proof to those who deny that we live in a world of both risk 

and uncertainty, we offer a lawyer’s brief rather than test a set of carefully circumscribed 

claims. The evidence we adduce is in view substantial enough to support the paper’s 
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central claim: economic actors and policymakers live in worlds of risk and uncertainty.1  

And in that world, we argue, constitutive institutions, norms and practices, for the most 

part left either overlooked or unexamined by conventional analyses of international 

political economy, must be part of our toolkit as we seek to understand the preferences 

and strategies of economic and political actors.  

 

I. Risk and Uncertainty: Theoretical Origins and Evolution  

Origins  

The conceptual framework developed in this paper is rooted in seminal work from 

the 1920s, when two economists – Frank Knight and John Maynard Keynes – introduced 

the idea that decision making by economic agents in situations of risk and uncertainty 

might differ.  

Knight is typically credited with making this distinction. In Risk, Uncertainty, and 

Profit (1921), Knight’s goal was to explain the puzzle of the existence of corporate 

profits. In a world of frictionless markets, new suppliers should enter product markets 

until the marginal price of a good equaled the marginal cost to make the product (see 

Beckert 1996, 2002; Blyth 2002, 31-34). He explained that successful entrepreneurs are 

willing to make investments with uncertain payoffs in the future, for which they can 

                                                
1 We distinguish between the worlds of risk and uncertainty as an analytical simplification in the paper. 
Others, including Keynes (1921), Runde (1998), and Blyth (2006) sketch a third world that lies between 
pure risk and pure uncertainty, in which we form subjective probabilities (we believe, based on past 
observations, that an outcome is more or less likely than the alternatives) but the choice setting is 
sufficiently uncertain that the “true” probabilities cannot be quantified, even with very wide confidence 
intervals. Blyth suggests that stock markets lie in this world: traders can sample the past to predict returns 
with some accuracy for some time, until unpredictable, catastrophic events that lurk in the tails of the 
distribution “radically alter the distribution in ways that agents cannot calculate before the fact, irrespective 
of how much information they have” (2006, 496). The middle category mixes risk and uncertainty. Since 
modern economics and political economy have worked hard to filter uncertainty altogether out of the 
analysis of markets and, increasingly, politics, we argue here that this middle category is subsumed by the 
world of uncertainty.    
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charge a premium. In the same year as Knight, John Maynard Keynes published A 

Treatise on Probability. For Keynes probability is our confidence in a conclusion given 

the amount and quality of the evidence in support of that conclusion. Every probability 

for a set of propositions lies on a continuum between complete certainty on the one end 

and radical uncertainty on the other. Although he believed it to be infrequent, Keynes 

accepted that decision makers occasionally find themselves in situations in which there 

are measurable, objective probabilities for risky events. For the most part, however, 

Keynes argued that our tools or evidence are “too limited to make probability 

calculations: there may be no way of calculating, and/or there is no common unit to 

measure magnitudes… the degree of our rational belief in one conclusion is either equal 

to, greater than, or less than the degree of our belief in another” (1948 [1921], 31, 34).  

How, then, do people navigate a world of fluid and fragile social and economic relations? 

Rather than use fixed decision rules, we rely on social devices as a way of “getting by in 

the absence of definite calculable knowledge of the results of all possible current actions” 

(Lawson 1985, 916).   

By 1937 Keynes was ready to sketch the implications of radical uncertainty for 

the behavior of agents in markets. Keynes noted that for classical economics, his and 

Knight’s distinction was unimportant: “the calculus of probability, tho mention of it was 

kept in the background, was supposed to be capable of reducing uncertainty to the same 

calculable status as that of certainty itself” (1937, 213). The classical assumption of 

decision making on the basis of objective probabilities is only reasonable when goods are 

consumed “within a short interval of being produced” (1937, 213). Since production and 
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pricing decisions are repetitive and provide almost immediate feedback, the situation 

approximates Knight’s view of decisions under risk (Gerrard 1994, 331).  

Financial assets are different. We purchase stocks and bonds to trade in the future 

with no way of knowing what the future price of our assets will look like: “thus the fact 

that our knowledge of the future is fluctuating, vague, and uncertain, renders Wealth a 

peculiarly unsuitable subject for the methods of classical economic theory” (1937, 123). 

In any case, practical men and women, in Keynes’s view, have no choice but to rely on 

“conventions, stories, rules of thumb, habits, traditions in forming our expectations and 

deciding how to act.”2 All of these instill confidence as an essential part of Keynes’s view 

of decision making under uncertainty. Our expectations about an uncertain future are 

shaped by social factors that give us reason to have more credence that investments will 

yield desired payoffs. Confidence, for Keynes, “is not a statement about the future to be 

checked against actual outcomes . . .[it is] a state of mind, a belief or feeling about the 

adequacy or otherwise of the knowledge base from which the forecasts of the future are 

derived” (Gerrard 1994, 332). Because investors’ decision making in uncertainty depends 

on the prevailing level of confidence, a quicksilver social phenomenon, financial markets 

are prone to unpredictable bouts of euphoria and panic. When he looked out at financial 

markets, Keynes did not see rational agents maximizing their utility; “rather, he 

emphasized the role of ‘animal spirits’ – of daring and ambitious entrepreneurs taking 

                                                
2 In 1937 Keynes was invited to respond to critics of his General Theory in the pages of the Quarterly 
Journal of Economics. In that essay he listed the three most important conventions that influence how 
investors develop expectations in conditions of uncertainty: (1) we assume that present conditions are a 
reasonably good guide to the future; (2) we assume that present market prices are “based on a correct 
summing up of future prospects,” even if we cannot be sure that prices are correct; (3) “we endeavour to 
conform with the behavior of the majority of the average. The psychology of a society of individuals each 
of whom is endeavouring to copy the others leads to what we may strictly term a conventional judgment” 
(1937, 214).   
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risks and placing bets in an environment characterized by uncertainty: that is, by crucial 

unknowns and unknowables” (Kirshner 2009, 532). 

Critique  

Since the 1950s the reaction to Knight’s and Keynes’s work has followed two 

tracks. The first is to ceremonially invoke the distinction between risk and uncertainty 

and then ignore it as uninteresting or trivial (Hamouda and Smithin 1988, 159; Hirshleifer 

and Riley 1992; LeRoy and Singell 1987, 395; McKenna 1986). The other reaction is 

considerably stronger: it involves rejecting outright the existence of unquantifiable 

uncertainty and assuming that agents live only in a world of calculable risk. We explain 

in this section how modern economic theory reduced uncertainty to a special form of risk.  

The push to reduce two worlds to one originated in decision theory. In 1947 John 

von Neumann and Oskar Morgenstern presented an axiomatic foundation for rational 

choices under risk. The idea of “expected utility” was simple: choices are represented as 

lotteries with objective probabilities defined over a set of winnings. If decision makers 

follow some straightforward preference axioms their preferences “can be represented by 

a real-valued utility function – preferred choices have higher utility numbers – and the 

utility of a choice is the expected utility of its possible outcomes, weighted by their 

probabilities” (Camerer and Weber 1992, 325).  

Von Neumann and Morgenstern’s innovation gave social scientists a simple tool 

for modeling rational choice under situations of risk. But since the theory of expected 

utility described rational decision making when probabilities are known, this did not 

solve the problem posed by Knightian uncertainty. It took the efforts of Savage (1954) to 
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extend the expected utility theorem to situations in which objective probabilities are 

unknown.3  

People rarely face choices with well-defined, objective risks. For strong 

subjectivists, all probability estimates are subjective (Dequech 2003, 519). A coin toss 

only offers fifty-fifty odds if the coin is perfectly weighted – a condition about which “no 

one could ever be ‘objectively’ certain. Decision-makers are therefore never in Knight’s 

world of risk but instead always in his world of uncertainty” (Hischleifer and Riley 1992, 

10).  

Subjective Expected Utility Theory (SEUT) works backward from choices to 

infer probability estimates. Decision makers may not have objective probabilities in a 

given choice setting, but in SEUT they behave as if they have a probability distribution in 

mind. The approach implies that “we should formulate our beliefs in terms of a Bayesian 

prior and make decisions so as to maximize the expectation of a utility function relative 

to this prior” (Gilboa, Postlewaite, and Schmeidler 2009, 287).4  

Subsequently, the old idea that uncertainty formed a special case in which 

decision making may not follow rational axioms was discarded by most economists. 

                                                
3 Savage followed work on subjective probabilities produced in the 1930s by Bruno de Finetti and Frank 
Ramsey. Independently they produced an approach to decision making based on revealed preferences. 
Kleindorfer (2010, 167) frames the “paradigmatic version of the Ramsey-de Finetti insight” using the 
following example: imagine a person is given a choice between two gambles, X and Y, which offer payoffs 
of x and 0 and y and 0, where x > y. The outcome x in X depends on the truth of the proposition P and y in 
Y obtains if and only if Q is true. If the decision maker chooses Y over X, then it must be the case that she 
thinks that Q has a greater likelihood of being true than P.  
4 Formally, Savage’s theory gives the decision rule by which agents maximize their utility. Consider the 
choice between three alternatives (x = a, b, c), where U(x) describes the utility derived from each 

alternative. The final utility of choice x can be computed as 
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subjective expected utility approach depends on knowing enough about the world to attach subjective 
probability assessments (p) to outcomes in a consistent way (subjective probabilities are non-negative and 
sum to one). Choices are made by trading off the subjective likelihood of different outcomes occurring 
against the utility produced by each potential outcome (see Kleindorfer 2010, 173).  
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Hirshleifer and Riley referred to Knight’s distinction as “a sterile one” (1992, 10). They 

were dismissive of critics who catalogued choices that deviated from SEUT’s axioms: 

such anomalies are akin to “mental illusions” which are “only a footnote to the analysis 

of valid inference…when it comes to subtle matters and small differences, it is easy for 

people to fool themselves, or to be fooled. But less so when the issues are really 

important, for the economically sound reason that correct analysis is more profitable than 

error” (Hirshleifer and Riley 1992, 34, 39).  

Evolution 

In economics the Keynesian/Knightian conceptualization of uncertainty has been 

largely relegated to the margins of the discipline.5 Mainstream economists closed ranks 

around the assumption that uncertainty was analytically indistinguishable from risk. Even 

Frank Knight was posthumously reinterpreted by two prominent scholars as a Bayesian.6  

The effort to reduce the world to one of risk is not a story which is relevant only 

to economic theorists. Many International Relations and IPE specialists also embraced 

the dissolution of the analytical boundaries that delineated situations of risk from 

uncertainty. Often uncertainty was simply defined as risk. Consider, for example, how 

Barbara Koremenos conceptualizes “uncertainty” in her work on the rational design of 

international agreements: “parties always know the distribution of gains in the current 

period, but know only the probability distribution for the distributions of gains in future 

                                                
5 Uncertainty remained important for economists associated with the Post-Keynesian school. See, for 
example, Lawson 1985, 1988; Davidson 1982, 1991; Dequech 1999, Frydman and Goldberg 2007; Gerrard 
1994; Skidelsky 2009.   
6 In LeRoy and Singell’s reading of Knight’s Risk, Uncertainty, and Profit, “Knight implicitly accepted the 
modern view that by modeling individuals as able to choose consistently among known outcomes, we in 
effect represent them as always having subjective probabilities” (1987, 398).  
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periods” (Koremenos 2005, 550).7 We observe a plethora of research in International 

Relations and IPE that either neglects or dismisses the conceptual distinction between 

risk and uncertainty (Ahlquist 2006; Bernhard and Leblang 2008; Bernhard, Broz, and 

Clark 2002; Fearon 1998; Frieden and Lake 1989; Koremenos 2005; Koremenos, Lipson, 

and Snidal 2001; Mosley 2006, 95; Rosendorff and Milner 2001; Sobel 1999).8 In fact, 

the paradigmatic approach to the study of International Political Economy – “Open 

Economy Politics” (OEP), as coined by David Lake (2009a, 2009b) – moves entirely in 

the world of risk.9  

That market actors and policymakers behave as if they are maximizing utility with 

respect to subjective probability estimates – in other words, that they are rational agents 

living in the world of calculable risks – is by now a bedrock assumption in the social 

sciences. This is big problem if, as we and others (Beckert 1996, 2002, 2009; Blyth 2002, 

2006; DiMaggio 2003; Woll 2008) suggest, the choice setting faced by decision makers 

is more likely to be characterized also or solely by uncertainty. Notwithstanding the fact 

that many economists and political scientists reject the idea that there is any useful 

analytical distinction between the two worlds, if people followed the same decision rules 

                                                
7 In a paper addressing the effects of uncertainty, Lake and Frieden (1989, 6-7) concede that uncertainty 
increases in crises and then proceed to argue that risk and uncertainty “are similar enough to be conflated 
for our purposes.”  In this way they and other political scientists follow the long line of economists who 
treat the difference between risk and uncertainty as semantic rather than substantive. 
8 Rathbun 2007 argues that while “uncertainty” is a central concept in the study of International Relations, 
competing research traditions in the field (realism, rationalism, cognitivism, and constructivism) define the 
term differently.   
9 OEP rests on two core assumptions: (1) economic policies produce income effects that are driven by an 
agent’s position in the domestic and international division of labor, which allows observers to infer the 
preferences of economic agents from the activity in which they earn the bulk of their income; (2) economic 
agents, once they know what they want, make rational decisions as if they know the relevant probability 
distributions. For example, import-competing producers of tradable goods for the domestic markets will 
lobby for an undervalued currency and a flexible exchange rate, because they believe that there is a nearly 
100 percent probability that these policies will yield better profits than the alternative policy scenarios 
(Frieden 1991).  
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when probabilities were known and unknown the distinction would indeed be trivial. 

There would be no need to retain Keynesian/Knightian uncertainty in the analysis.    

However, a raft of experimental evidence documents anomalous behavior that is 

completely inconsistent with subjective expected utility theory and that underlines the 

mistakes we are likely to make when we ignore uncertainty. The experimental research 

suggests that people are not axiomatically rational in the presence of uncertainty 

(Camerer and Weber 1992; Ellsberg 1961; Fox and Tversky 1995, 1998; Heath and 

Tversky 1991; Hogarth and Kunreuther 1995; Kahneman and Tversky 1984; Kunreuther 

et al 1995; Zeckhauser 2010).  

Why, then, do so many economists and political scientists remain committed to 

the idea that we live only in a world of risk? Economic theory supplies some principled 

arguments. One important claim is that market actors who fail to follow the axioms that 

underpin SEUT will be weeded out by competitive pressures. Economic theorists showed 

that if an agent’s preferences are not transitive, for example, a smart bookie can offer a 

series of bets that bankrupt her (Binmore 2009). Likewise, one of the central axioms of 

subjective expected utility is that probabilities of two mutually exclusive events sum to 

one: if I am completely certain that my choice will bring about state s, then I would 

assign a weight of 1 to that state and 0 to every other possible state (Hirshleifer and Riley 

1992, 9). But if I have inconsistent beliefs – let’s say I assign a 50 percent probability to 

the Dow Jones index falling by 5 percent on Monday and a 75 percent probability that the 

stock market will not fall by 5 percent – savvy investors can open a so-called “Dutch 

Book” on me, creating a system of bets that will bleed me dry (Binmore 2009; Lo 
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2007).10 More generally, theorists demonstrated that “such [inconsistent] beliefs are not 

sustainable, and market forces – namely arbitrageurs such as hedge funds and proprietary 

trading groups – will take advantage of these opportunities until they no longer exist, that 

is, until the odds are in line with the axioms of probability theory” (Lo 2007, 12). 

As pointed out by Conlisk (1996) and Elster (2009), the selection argument is 

open to serious challenge. Conlisk notes that while “tricksters abound – at the door, on 

the phone, and elsewhere” – by hanging up the phone or slamming the door individuals 

can protect themselves (1996, 684). Elster presents a harsher critique of the selection 

argument: “in a population of firms that evolve by innovation and imitation there is 

always a substantial proportion of non-optimizing firms…bankruptcy-driven or takeover-

driven elimination of inefficient agents could never generate optimizing behavior in non-

market societies or in non-market sectors in market societies. I conclude that appeal to 

selection is pure hand-waving” (2009, 8-9; see also Granovetter 1985, 503).  

Power plays an important role in the construction and maintenance of the 

assumption that the world is characterized by risk rather than uncertainty (or, as we 

prefer, risk and uncertainty). The assumption that risk and uncertainty are 

indistinguishable is the outcome of decades of research and a prolonged battle between 

warring epistemic communities with unequal power resources. The winners were able to 

gain control over publication outlets, research funding, appointment and retention 

decisions, and graduate curricula in such a way that their opponents were driven to the 

margins of the field. However, aside from some suggestive bits of evidence, we do not 

                                                
10 It might seem odd to posit that people could ever have such obviously flawed beliefs, but Kahneman and 
Tversky (1984) – among others – showed that different ways of framing choices can lead to violations of 
transitivity, the most basic axiom of rationality (see Bernstein 1998, 275-83 for an interesting list of 
examples of transitivity violations).   
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think that the brute exercise of compulsory power explains adequately the conflation of 

risk and uncertainty in economics and IPE.11 Instead, compulsory power was part and 

parcel of an underlying social process in which theoretical innovations flowing from 

different competitive and complementary research programs consolidated the advances of   

rational expectation theory and the efficient market hypothesis. With people and ideas 

flowing freely between academia, the mutual fund industry, Wall Street and government, 

theoretical advances eventually hardened into the mythology of an always rational market 

(Fox 2009).  

In its strongest form rational expectations theory implies that an economic agent 

“has a complete information set on the ‘true’ deterministic component of the relevant 

economic structure,” and, further, that “the representative agent does not make any 

systematic error in processing the available information set using the relevant economic 

theory” (Gerrard 1994, 329). Agents with rational expectations are not prone to any 

systematic biases in information processing and terminal decision making.  According to 

Skidelsky, the assumptions that underpin rational expectations “give the required amount 

of information and predictability to make expectations correct on average” (2009, 34). 

Consistency in SEUT requires a utility function and a set of subjective probability 

estimates – both of which can be inferred from observed decisions. But SEUT says 

nothing about the content of the utility function or the correctness of the probability 

estimates (Gilboa, Postelwaite, and Schmeidler 2008, 181). The rational expectations 

                                                
11 Benoit Mandelbrot worked out the mathematics of extreme events; his core claim was that the natural 
and social worlds are far more random and extreme than the Gaussian distribution can accommodate. His 
work starting in the 1960s was a shot across the bow of modern financial theory, which relied heavily on 
the Gaussian distribution to predict asset price movements. In Dowd and Hutchinson’s (2010, 93) telling, 
Mandelbrot’s job offer at the University of Chicago’s Graduate School of Business was withdrawn when 
prominent members of the “Modern Finance mafia” objected to the possibility that he would be joining 
them as a colleague. That’s an example of the exercise of compulsory power.  
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hypothesis goes a step further. It imposes “equality between agents’ subjective 

probabilities and the probabilities emerging from the economic model containing those 

agents” (Hansen and Sargent 2010, 4; see also Dow 2004, 544).  

By the 1980s, nearly all macroeconomists, whether monetarists or “new” 

Keynesians, had accepted the assumption that economic agents possess rational 

expectations (Krugman 2009). And subsequently the study of International Political 

Economy has been strongly influenced by rational expectations theory.12 By equating 

subjective and objective probabilities, rational expectations move firmly in the world of 

risk. As early as 1980 one of the leading figures in the rational expectations revolution, 

Robert Lucas, offered the following assessment: “one cannot find good, under-forty 

economists who identify themselves or their work as ‘Keynesian’. Indeed, people even 

take offense if referred to as ‘Keynesians.’ At research seminars, people don’t take 

Keynesian theorizing seriously anymore; the audience starts to whisper and giggle to one 

another” (1980, 18-19). In order to be taken seriously as a macroeconomist then or IPE 

scholar now, one’s work has to be based on rational expectations as a bedrock 

assumption. In this world there simply is no space for uncertainty. The evidence we 

present in Part 2 shows that this reduction in our analytical perspective has been 

unwarranted. Decision making in financial markets and by monetary policymakers in the 

run-up to the crisis was more consistent with the world of uncertainty than the world of 

risk.       

 

II. Uncertainty and the Crisis of 2008  
                                                
12 According to Jonathan Kirshner, a central tenet of IpE (the small “p” is intentional) is “that if rational 
agents have access to the same information, they will reach the same conclusions about expected 
outcomes” (2011, 205).  
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In this section we draw evidence from two domains that were central to the crisis 

and its aftermath: financial markets and monetary policymaking by the Federal Open 

Market Committee (FOMC).  

Important decisions in financial markets are undertaken without precise 

knowledge about the probabilities of payoffs and the size of those payoffs. We simply 

don’t know enough about the underlying process to reliably forecast future returns from 

past events (Blyth 2010; Leamer 2010; Mandelbrot and Taleb 2010). Nonetheless, 

financial market actors still have to make choices – and they need to be confident that 

their decisions are the right ones; otherwise, they would be paralyzed by indecision. If 

financial markets resembled actuarial models of life and property insurance (where, 

thanks to good information and relatively stable parameters, risks can be reliably 

quantified), confidence would simply mirror past and current objective economic 

conditions (Skidelsky 2009, 41).  

The landscape, however, is more treacherous for investors in asset markets than 

insurance companies: financial market actors can win big or they can be wiped out and 

they do not know the relevant probability distributions. Crises that reap huge losses occur 

with alarming frequency, and their causes are very difficult to diagnose, even years after 

the event occurred. Social technologies are important because they “provide a means in 

the present of calculating and feigning control over a necessarily uncertain future” 

(Langley 2008, 481). They enable agents to have confidence to make judgment calls 

when resources and prestige are at stake. In the pre-crisis American financial system, 

social technologies employed by agents to cope with uncertainty ranged from widely 

shared economic beliefs of consumers and bankers to quantitative models of market risk 
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employed by financial institutions and credit rating agencies. While these social 

technologies may not have been strictly rational in the SEUT sense, they were not 

randomly selected. They were both tractable and rooted, however imperfectly, in some 

theory and historical evidence. But they were badly flawed, and the financial system 

came close to falling off the cliff as a result. The claim that not just individual actors but 

the market as a whole can systematically get things wrong harks back to Keynes. 

Rational expectations ruled out the possibility that the vast majority of informed people 

in deep, liquid and competitive markets could make costly errors. Keynes, contrarily, is 

reputed to have observed: “the market can stay irrational longer than you can stay 

solvent.” 

Securitization: Spinning Mortgages into Gold 

When a prospective borrower applies for a mortgage the lender fronts the bulk of 

the money and absorbs the risk that the borrower will stop making payments. This risk is 

balanced against the stream of payments that the borrower makes as she whittles away at 

the principal plus the interest fee added to the price of the mortgage. Because they take a 

long time to reach maturity, mortgages exacerbate the maturity mismatch problem. If a 

bank keeps a handful of mortgages on its books, it faces potentially catastrophic losses if 

some of the borrowers stop making payments. The lender can then take ownership of the 

homes, but if prices fall the properties might be worth less than the unpaid principal on 

the mortgages (Posner 2009, 20).  

Balance-sheet risk can be reduced by diversifying the holdings of mortgages. If 

lots of loans were bundled together, and the risk of default was not correlated among 

members of the pool, then idiosyncratic risks such as prepayment and delinquencies 
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could be canceled out.13 Diversification would fail in the event of a systemic wave of 

defaults that affected the entire pool, but lenders perceived the probability of such an 

event to be so small that it could be ignored.  

Issuers suspected that there might be a thriving market for securities backed by 

the cash flow from the pool of mortgage payments. The key innovation was the division 

of securities into several tiers. The senior tier would be given first claim on the incoming 

cash flows from underlying pool of mortgages. Junior-level securities would absorb the 

first set of losses in the event of defaults in the bundle (Tett 2009, 52). But the risk of 

holding junior notes was offset by the higher yield those notes offered to buyers.14  

New technologies enabled mortgage-issuers to routinize credit risk. Historically 

banks relied on practical judgment and ongoing relationships to decide whether to extend 

loans to borrowers (Bhidé 2009). Credit scores from the Fair Isaac Corporation (FICO) 

became widely available in the late 1990s; “subprime” mortgages were defined as those 

extended to borrowers with scores below a FICO threshold of 620 (Langley 2008, 475; 

Friedman 2009). The information requirements for credit scoring were meager: all that 

had to be gathered was an electronic record of a person’s repayment history.  

In the context of rising home prices and low mortgage default rates, it made a lot 

of sense for banks to aggressively pursue securitization and for investors to snap up the 

mortgage-backed securities. The market rapidly expanded; between 2002 and 2007 there 

was a threefold increase in new issuance of securitized assets, the bulk of which were 

                                                
13 Tett notes that securitization “would spread the risk of any problematic loans out over the whole bundle, 
so that if any borrowers with mortgages in the bundle did default, that loss would be covered by the profits 
made on the rest of the loans” (2009, 52).  
14 Securitization produced different kinds of products. Mortgage-backed securities were created from pools 
of loans purchased from originators. Collateralized debt obligations (CDOs) involved packaging tranches 
of the asset-backed securities into new instruments that could be sold by the CDO manager to outside 
investors.  
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backed by mortgages (Acharya and Richardson 2009, 199-200).  

Securitization went off the rails, however, when default rates on mortgages started 

to climb in 2006. Lending standards slackened as originators reached out in the early 

2000s to less and less creditworthy borrowers to replenish the pools of mortgages. These 

borrowers often had precarious personal finances and would have trouble making 

payments if home prices started to fall. In addition, after 2004 banks and specialized 

mortgage companies had issued huge quantities of adjustable rate mortgages (ARMs); 

these mortgages offered a very low teaser interest rate that would reset after two or three 

years. In 2006 more than 90 percent of subprime mortgages were ARMs (Friedman 2009, 

139). Serious delinquencies surged (reaching a national average of 9 percent in 2009) 

when prices began to fall in many major real estate markets at the same time that interest 

payments for many borrowers increased.  

Since the value of asset-backed CDOs held by banks and hedge funds was 

dependent on the continued flow of cash payments backing the assets, “homeowners’ 

illiquidity spelled insolvency for financial institutions” (Schwartz 2009, 183). In October 

2008 the IMF estimated that losses in mortgage-backed securities (MBS) and CDOs of 

asset-backed securities amounted to $770 billion. By March 2010 418 CDOs were in 

default, costing investors $371 billion (MacKenzie 2011, 1779, 1819). Many large 

financial institutions were brought to the brink of collapse by cascading losses. Insurers 

that had sold protection against losses suffered by CDOs suddenly found themselves on 

the hook for hundreds of billions of dollars owed to the few traders who had bet against 

the securitization machine.  

In the risk-based view, securitization was driven by “intelligent businessmen 
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rationally responding to their environment yet by doing so creating the preconditions for 

a terrible crash” (Posner 2009, 100). The system became unglued due to information 

problems and misaligned incentives. Borrowers know more about their capacity and 

willingness to repay than lenders do, and this information asymmetry was likely 

exacerbated by the streamlining of lending standards that occurred after the securitization 

machine was cranked up (Keys et al 2010). Competitive pressure in the financial 

industry, outsized compensation packages for strong returns, and monitoring problems 

may have encouraged money managers to take excessive risks by loading up on MBS and 

asset-backed CDOs. Moral hazard is often blamed for the breakdown in securitization: 

the negative social externalities of risky investment which led to big rewards in boom 

times were not adequately internalized by banks that had become “too big to fail” (Arrow 

2010).  

Others embed securitization in a political environment that was geared to 

increasing home prices (Chinn and Frieden 2011; Rajan 2010). Home equity became the 

main source of income growth for millions of Americans whose real wages were stagnant 

or falling. There were strong incentives for policymakers to discount an impending 

implosion in real estate: rising home values were the economic lifeline for middle class 

families, and politically-influential bankers depended on price increases to keep the 

securitization machine running. In June 2005 Janet Yellen explained to her fellow FOMC 

members how the American economy had become tied to a housing boom built on 

excessively risky loans and complex financial instruments: 

So the merely respectable growth in the economy has really rested on the backs of 
just a few interest rate-sensitive sectors: business investment, consumer durables, 
and housing. From that perspective, it’s really not all that surprising that house 
prices have risen a great deal, and it’s not surprising to hear our directors and 
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other contacts comment that liquidity is abundant and that lending is taking place 
for deals that one of our directors simply characterized as ‘stupid’ (FOMC 2005, 
133).  
 

Undoubtedly these factors were important. But there is another side to the securitization 

story which is more consistent with the view of individuals grappling with uncertainty. 

Most financial market actors did not think that the bets they were placing via securitized 

mortgages were bad ones (MacKenzie 2011, 1827-30). Their expectations about future 

prospects were crucially shaped by widely-shared beliefs that justified securitization.  

Historically, average home prices have appreciated by about one percent annually, 

and price corrections occurred in the early 1980s and early 1990s (see Figure 1, which 

traces the real home price index in the United States after 1960).15  

FIGURE 1 GOES HERE 

The securitization machine, however, hinged on continuously increasing home prices: 

“banks and borrowers alike needed a continued 10 percent annual appreciation in housing 

prices to bring their bets into money” (Schwartz 2009, 188). Increasing prices meant that 

defaulting was never optimal for a borrower that could afford to sell the property at a 

profit – delinquent borrowers could always sell or refinance on more favorable terms 

(Gerardi et al 2008, 41).  

Shiller (2008) describes the collective belief that home prices could only increase 

as “new era stories.” The belief was shared by homeowners, investors, and policymakers 

alike. In 2005 Shiller and Case asked homeowners in the San Francisco area to predict 

the path of home prices; the average predicted increase was 14 percent. As Nobel Prize-

winning economist Edmund Phelps (2009) puts it, financial market actors “appear to 

have expected that housing prices would go sky-high, so prices took off and then went on 
                                                
15 Housing price data are taken from Robert Shiller: http://www.econ.yale.edu/~shiller/data.htm 
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climbing in anticipation that those prices were getting closer.” Participants expected that 

the explosive growth in prices after 2000 (home prices climbed by 11 percent each year 

between 2002 and 2007) would continue unabated.  

Further, bankers and raters discounted the possibility of a widespread collapse in 

home prices. In 2005, one of the major investment banks assigned probabilities to future 

housing price outcomes in a confidential internal report. The bank guessed that there was 

a 5 percent chance of what its analysts called a “meltdown” scenario over the next three 

years (-5% for three years, then +5% thereafter) (Gerardi et al 2008, 46). The workhorse 

model employed by analysts at Moody’s to rate mortgage-backed securities “put little 

weight on the possibility prices would fall sharply nationwide”; as housing prices 

climbed upward, the model was not adjusted to “to put greater weight on the possibility 

of a decline” (Financial Crisis Inquiry Commission 2011, 121).  

Policymakers were largely sanguine about the prospects for the American housing 

market. In a speech to the Federal Reserve of Chicago in the spring of 2007 Ben 

Bernanke stressed that home prices were in line with “fundamentals” and that spillover 

from rising defaults in the subprime class of mortgages would be limited. When the 

smoke began to clear in early 2009, the average home price in the U.S. had fallen by 

more than 30 percent (Posner 2009, 105).  

Expectations about mortgage default rates, to say the least, were not well-

founded. Analysts had no way of estimating, based on the available historical data, what 

would happen in the event of a severe housing slump. A dramatic nationwide collapse in 

residential real estate had not occurred since the 1930s (Brunnermeier 2009, 81). It was 

not clear how new types of mortgages (ARMs, for example) would perform under stress. 
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FOMC governor Janice Bies presciently described this source of uncertainty:  

The confidence intervals around the expected defaults, I think, are a lot wider for 
them than for those that have traditional structures… what I am concerned about 
from a liquidity perspective, since these are being securitized and moving into the 
markets…is the lack of discipline relative to previous periods. In the ancient days, 
when mortgage loans stayed on the books of financial institutions, liquidity 
limitations forced them to choose the higher quality credits. This isn’t happening 
today. And it isn’t clear if the marketplace currently understands the structure of 
these loans any better than some of us do in terms of pricing the risk (FOMC 
2005, 147-50).  
 

Further, “it was impossible to know whether defaults tended to be correlated or not”; the 

best that investors and bankers could do was “to rely on data from just one region and 

extrapolate it across America or make even more assumptions than normal about how 

defaults were correlated” (Tett 2009, 68). Bankers simply assumed that price declines and 

attendant delinquencies would be isolated to one or a few regions. They “did not believe 

that defaults might occur across the board instead of being contained to a few localities” 

(Schwartz 2009, 184; see also Brunnermeier 2009, 81).  

Participants in the securitization revolution were, to a large extent, flying blind. 

They relied on widely-held beliefs to guide their decisions in the face of strong 

uncertainty. For the holders of MBS and asset-backed CDO, their bets would only pay off 

if the underlying pools of assets produced a steady income stream. That income stream 

depended on home price increases. Some banks that owned these instruments were 

simply “warehousing” them so that they could sell to end investors; others were betting 

against their own holdings. More interesting are the cases “in which traders at banks 

without large-scale involvement of their own in ABS CDOs” chose to buy mortgage-

backed CDO tranches, even after evidence of lax underwriting practices and outright 

fraud in the loan origination process had emerged (MacKenzie 2011, 1826). It is hard to 
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avoid the conclusion that this behavior was in large part driven by belief that housing 

prices would continue to climb, and, as a consequence, that ABS CDOs would not 

experience defaults.  

Perhaps people knew that prices of homes and the securities backed by home 

mortgages had deviated from their fundamental value, and rationally chose to surf the 

bubble anyway. But if agents had perfect foresight, as rational expectations assumes, then 

lots of canny investors should have shorted the housing bubble. If this happened housing 

prices would have never reached the heights that they did. Kenneth Rogoff (2010) points 

to the difficulty of fitting asset price bubbles into the rationalist framework: “in theory, 

‘rational’ investors should realize that no matter how many suckers are born every 

minute, it will be game over when house prices exceed world income. Working 

backwards from the inevitable collapse, investors should realize that the chain of 

expectations driving the bubble is illogical and therefore it can never happen.” On this 

point Phelps (2009) goes further: “the expectations underlying asset prices cannot be 

‘rational’ relative to some known and agreed model since there is no such model.”  

The Failure of Risk Management Models 

Banks and credit rating agencies employed sophisticated risk management 

techniques in the run-up to the crisis. Banks’ solvency and the ratings agencies’ 

reputations depended, in good part, upon the performance of the models. The crisis 

revealed deep flaws in the assumptions upon which the techniques were built. Consider, 

for example, the evidence given in Table 1. Actual default rates for collateralized debt 

obligations of mortgage-backed securities exceeded banks’ projections by, on average, 

20,155 percent. In light of the yawning gap between the raters’ models and the actual 
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default rates, the three main agencies (Moody’s, Standard and Poor’s, and Fitch) 

downgraded huge quantities of the mortgage-backed securities that they had initially 

regarded as relatively safe.16 

Table 1: Defaults on CDOs of Subprime MBS: Projections and Reality  

Rating CDO Evaluator’s estimated 3-year 
default rate, as of June 2006 (%) 

Actual default rate, as 
of July 2009 (%) 

Percent 
Difference 

AAA 0.008 0.1 9,900 
AA+ 0.014 1.68 16,700 
AA 0.042 8.16 20,300 
AA- 0.053 12.03 23,960 
A+ 0.061 20.96 34,833 
A 0.088 29.21 32,356 
A- 0.118 36.65 30,442 

BBB+ 0.340 48.73 14,232 
BBB 0.488 56.10 11,349 
BBB- 0.881 66.67 7,476 

Data source for CDO tranches issued from 2005 to 2007: MacKenzie 2011: 1821. The probability 
estimates were generated by S&P’s CDO Evaluator software system.  

 

In addition to relying on the agencies’ seal of approval for CDOs, which reassured 

prospective investors that the risks in the underlying pool of mortgages were well-

understood, banks had developed their own techniques for measuring and controlling 

risk. The most widely-adopted model was based on the concept of Value-at-Risk (VaR). 

The idea behind VaR was straightforward: analysts would use data on the distribution of 

profits and losses over some pre-specified period to estimate loss thresholds on trading 

current positions within some confidence interval (Blyth 2003, 248-51; Cassidy 2009, 

274-79; Litzenberg and Modest 2010; Tett 2009, 33-34; Turner et al 2009). By observing 

daily returns on trading positions over, for example, the past 365 days and assuming that 

the data generating process fit the Gaussian (i.e., normal) distribution, risk managers 

                                                
16 Moody’s, for example, downgraded 83% of the MBS it had rated Aaa in 2006 and 100% of Baa tranches 
(FCIC 2011, 222). 
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within investment banks could “provide senior management with an exact dollar estimate 

of the firm’s losses under a worst-case scenario” (Cassidy 2009, 274). The VaR 

procedure was used by banks to estimate how much capital they should reserve to stay 

solvent in the event of a bad day on the markets. The people managing the bank’s trading 

book would know when they arrived at the office that the chances of losing more than, 

say, $25 million that day were less than one in twenty (if the confidence interval was set 

at 95 percent). When the Swiss bank UBS applied their variant of the VaR technique to 

mortgage-backed securities, the models “implied that super-senior [AAA-rated CDOs] 

would never lose more than 2 percent of its value, even in a worst-case scenario” (Tett, 

2009, 136).  

It was not just the investment banks that put their faith in VaR to manage risk. 

The methodology was formally endorsed by international regulators; in the 1996 

amendment to the Basel accord, banks were allowed to their VaR models to calculate the 

limits of their market exposure. In the second international agreement hashed out in 2004, 

“the governments of most advanced countries, including the United States, agreed to use 

[VaR] as the basis for their own regulatory systems” (Cassidy 2009, 275).  

The broad diffusion of VaR and its endorsement by regulatory officials is 

surprising given the litany of problems associated with the approach.17 The Value at Risk 

methodology only makes sense as an efficient mechanism for handling risk if the world 

of finance is one of Knightian risk rather than uncertainty. If the world of finance is, 

rather, characterized by irreducible and unquantifiable uncertainty, the control afforded 

                                                
17 Three major problems are discussed in the Turner Review (2009, 44-45): (1) VaR was calculated on the 
basis of very short time series of data (often less than 12 months); (2) because it was based on the Gaussian 
distribution,VaR  systematically underestimated the threat from low-probability, high-cost events that lay 
in the tails of the distribution; (3) models failed to appreciate that the very adoption of VaR by many banks 
could amplify crises by inducing “similar and simultaneous behavior by numerous players.” 
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by VaR is illusory.   

Bankers and regulators should have known better. The VaR techniques used by 

the major Western banks had proved “collectively disastrous” in at least two major 

financial meltdowns in the decade before the subprime crisis – the East Asian financial 

crisis of 1997-98 and the Russian sovereign default in 1998 (Blyth 2003, 249). Whereas 

financial crises are often treated as exogenous “bolts from the blue,” Mark Blyth makes a 

convincing case that VaR was an endogenous source of instability: “by relying on VAR 

analysis as a way to minimize risk, market participants ended up precipitating a crisis that 

had massive dislocative effects across the financial system as a whole” (2003, 251). As 

noted in the Turner Review, VaR “can generate procyclical behavior…and it can suggest 

to individual banks that the risks facing them are low at the very point when, at the total 

system level, they are most extreme” (2009, 58).  

So why did banks, hedge funds, credit rating agencies, and regulators all come to 

rely on quantitative risk models that were deeply flawed? In the presence of uncertainty, 

financial market actors make use of rules of thumb, embedded in social relations, to guide 

their decisions. Specifically, risk management models which many regard as evidence of 

the emerging science of political economy are actually social conventions that offer the 

illusion that uncertainty can be transformed into manageable risk. And they were social 

technologies underpinned by a set of collectively-held ideas: financial actors were 

rational agents operating in a world of measurable risk and efficient markets. If that was 

true then the risk management technologies could not lead the participants to blow the 

markets, and themselves, up. Subsequent events belied these assumptions. The 

risk/uncertainty framework helps us understand how intelligent people, in an 
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environment of copious information and severe competitive pressures, constructed social 

technologies that led them to believe that they were making decisions in a world of risk, 

when, in reality, it was those very technologies that led them to the cliff’s edge.     

Uncertainty at Work: Policymaking in the FOMC18 

Central banks are viewed almost exclusively through the lens of risk. 

Governments cannot credibly promise to maintain price stability since they face short-

term electoral incentives to unleash surprise inflationary spending sprees before elections. 

Rational, forward-looking agents build inflationary expectations into their behavior, thus 

leading to higher inflation but not output. Since Rogoff’s (1985) theoretical innovation, 

delegation to independent central banks is treated as the route to price stability. Central 

bankers are assumed to be effective inflation-fighters; the puzzle is whether governments 

choose to delegate to central banks or use other tools to address price stability, such as 

fixing the exchange rate (Bernhard, Broz, and Clark 2002). In their decision making 

process, central bankers are assumed to be able to calculate risks. According to Martin 

Feldstein, the head of the Federal Reserve “begins by identifying all of the different 

possible states of the world (i.e., values of exogenous variables, behavioral response 

parameters, etc.) and assigning a subjective probability to each state…For each potential 

action, it is then in principle possible to calculate the expected utility of the outcomes, 

using the subjective probabilities of the different states of the world” (2004, 42).            

Situating central banks exclusively in this world misses a key fact: decision 

making in the Federal Reserve often takes place in the presence of uncertainty. Consider 

the accuracy of forecasts provided by individual members of the FOMC. Members 

(including the non-voting heads of the regional banks) submit forecasts of output growth, 
                                                
18 This section draws on Katzenstein and Nelson 2011.  
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inflation, and unemployment twice annually (in February and July) prior to the 

publication of the Fed’s Monetary Policy Reports to Congress. FOMC members have 

access to copious information, including the detailed forecast supplied by the staff of the 

Federal Reserve; in addition, they have two weeks after the FOMC meeting in which to 

revise their forecasts. We use Romer’s (2010) dataset, which records every forecast 

provided by members between 1992 and 1999, to track how well the forecasts matched 

reality.19 Figures 2-5 plot individual members’ forecasting errors (calculated by 

subtracting the forecast from realized values for the four indicators) as well as the 

average forecasting error in each year.  

FIGURES 2-5 GO HERE 

There is wide variation in members’ guesses about trends in macroeconomic 

variables. And, put bluntly, the forecasts are not very good. As Romer and Romer note, 

“someone trying to forecast inflation should move away from the FOMC forecast, not 

toward it” (2008, 231-32). Alan Greenspan (2010, 209) acknowledges that policymakers 

and forecasters are doing “exceptionally well” if they can get projections right seventy 

percent of the time. This seems overly optimistic. The FOMC members have missed 

Greenspan’s benchmark by a wide margin: out of 360 separate forecasts for each of the 

four variables, we observe 25 perfect forecasts of inflation, 21 for unemployment, 8 for 

real GDP, and not a single correct forecast of the growth of nominal GDP. Less than four 

percent of all forecasts issued between 1992 and 1999 were correct.20 

                                                
19 The FOMC released the information on member forecasts with a ten year lag. See also Bailey and 
Schonhardt-Bailey (2005). 
20 A skeptic might argue that FOMC forecasts deviate from reality for good reason: voting members are 
being strategic. Forecasts are intended to influence the Fed’s policy stance. If that is true, then we would 
expect to see evidence that members from depressed regions (who would likely prefer a more 
accommodative policy) would forecast very low inflation and GDP growth and overstate unemployment. 
Specifically, one might expect those regional bank presidents with unemployment rates higher than the 
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The best source of evidence on decision making in the Fed comes from transcripts 

of the FOMC meetings. We rely on meetings from 2003 and 2005.21 The 2003 meetings 

were held just prior to the invasion of Iraq when the war and its uncertain effects on oil 

markets was all-pervasive. The 2005 meetings were in the context of skyrocketing 

housing prices. If we had access to more recent discussions of the FOMC during the 

financial crisis, the emphasis on uncertainty would most likely be even stronger than it is 

in the meeting records for these two years. The discussion shows that central bankers 

were framing their policy choices in terms of the distinction between risk and uncertainty. 

They were fully aware that the institution was groping in the dark and that their informed 

guesses had the power to move markets one way or the other.   

Take, for instance, Alan Greenspan’s comments from January 28, 2003 on 

uncertainty about the effect of the direction of monetary policy changes and financial 

market fragility.  

Chairman Greenspan: In other words, we start with a degree of uncertainty that is 
very high; it is much higher than it is for those who take the data and put them 
into a model and do projections. Most modelers are dealing with a controlled 
environment in which the number of variables is well short of a thousand. In the 
real world there are a million, and we don’t know which ones are important. So it 
really matters. Lots of technical things that we do would seem to be wrong in a 
sort of optimum sense. Yet we do those things because we don’t trust the models 
to be capturing what is going on in the real world. Therefore the base of 
information on which we act falls away, and risk aversion becomes a very 
predominant factor in the Committee’s judgment of which way to move (FOMC 
2003a, 37-38). 

 

                                                                                                                                            
national rate may become increasingly dovish and those with rates below the national rate may become 
increasingly hawkish. But there exists no evidence that regional conditions influence the degree of 
forecasting error (McCracken 2010). It seems more plausible to assume that the poor track record of the 
FOMC forecasts is due to uncertainty. 
21 The FOMC has embargoed transcripts after 2005.  
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In the face of saber-rattling by the Bush administration, at the end of the meeting 

Greenspan framed the problem of monetary policymaking explicitly in terms of risk and 

uncertainty.  

Chairman Greenspan: All this raises the interesting issue as to what will happen if 
and presumably when the geopolitical risks are removed. Will we be looking at a 
bounceback as this particular risk is removed, or will we be shocked to find that 
the sluggishness is still there? I don’t know any way to judge analytically the 
relative probability of those two potential outcomes. We can guess. We may say 
that history suggests such and such, but we really can’t assess with confidence the 
probability of the two events. The bottom line to all of this is that the military 
uncertainty is so overwhelming with respect to the question of potential monetary 
policy actions that the less we do, even in how we phrase our post-meeting 
statement, the better off we are. The problem, as the Vice Chair of the Board said, 
is that we do not know what will happen, and like him I think that it’s important 
for us to hedge our judgment at this stage (FOMC 2003a, 146). 

 

The FOMC convened again in March 2003. The meeting was held the day prior to the 

invasion of Iraq. Several policymakers described the tumult in financial and commodities 

markets and possible policy responses in Knightian terms.  

Mr. Santomero: At this point, it might be useful for us to recognize again the 
difference between risk and uncertainty. With risk, as we know, one can assign 
probabilities to the list of outcomes and act appropriately given the distribution. 
With uncertainty, it is difficult to assign probabilities to outcomes. Moreover, it is 
difficult even to describe all the possible outcomes themselves. Generally firms 
and consumers have developed ways of handling risk. Uncertainty is much harder 
to cope with. It tends to paralyze decisionmaking. Today we are operating in a 
world of increased uncertainty (FOMC 2003b, 44-45).  
 
Mr. Ferguson. Since the last meeting we have witnessed a striking example of the 
differences between risk and uncertainty, with the latter being an important factor 
in the private sector’s economic decisionmaking…Financial market participants 
appear to be highly uncertain about future stock returns and are highly averse to 
that uncertainty (FOMC 2003b, 61).  

 
Mr. Reinhart: The broader problem the Committee faces is whether it can usefully 
characterize the balance of risks in an environment of such diffuse uncertainty. 
This is territory that Frank Knight trod eighty-seven years ago…It may be that the 
current situation has transited from a sense of known possibilities with assigned 
probabilities—that is, risk—to Knightian uncertainty (FOMC 2003b, 71).  
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Chairman Greenspan: In general, I think that we have here, as a number of you 
have mentioned, a true Knightian uncertainty issue. In the past when we talked 
about the balance of risks, we presumed that we were able to judge that balance, 
which implies some judgment of the probability distribution on both sides of the 
forecast. As many of you have indicated, that does not seem to be the case at this 
stage (FOMC 2003b, 75).  
 

Greenspan recognized that any contact between the FOMC and market actors would have 

to communicate the impact of uncertainty on the committee. Other senior officials, 

including Edward Gramlich, agreed. 

Chairman Greenspan: I think the bottom line here is that it is important that we 
communicate the fact that this is truly a period in which uncertainty as distinct 
from risk is the dominant element in all of our deliberations (FOMC 2003b, 75).  
 
Mr. Gramlich. I actually buy the Knightian uncertainty analogy and using that as 
a rationale for deferring the announcement of our judgment on the balance of 
risks…In my view we ought to have a call in a few weeks, and we ought to be 
thinking about acting even in the presence of continued Knightian uncertainty. 
The situation may not be convertible to nice probability distributions, but we may 
still have to act (FOMC 2003b, 79). 

 
The problem facing FOMC members in 2005 concerned uncertainty over the path of 

home prices. In retrospect it is clear that housing prices had become detached from 

fundamentals in many regional real estate markets. In 2005, however, the committee was 

operating in the presence of uncertainty.  

Mr. Geithner: What if what you don’t know is simply the likely path of home 
prices going forward? You could take the group here around the table and assume 
some path, but there would be a fairly fat band of uncertainty around that path 
(FOMC 2005b, 42). 

 
The committee members knew that markets would be closely watching them for signals, 

and that, as in 2003, the FOMC would have to frame any policy positions it took in terms 

of increasing uncertainty.  

Mr. Poole: When the minutes come out in three weeks, they’re going to have to 
reflect the fact that there is widespread uncertainty around the table. And 
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somehow I think that ought to be in the statement, because that is really part of 
the outcome of this meeting (FOMC 2005a, 85).  
 
Mr. Guynn: I think it’s absolutely critical that the minutes that are going to come 
out in three weeks are faithful to the tone of the discussion and reflect the range of 
uncertainty I heard around the table. And I heard an awful lot of uncertainty 
today, from people who were on the side of thinking that we need to pause to 
those who felt that we need to go faster in raising the funds rate. I also am 
growing uncomfortable with a statement released after the meeting that doesn’t 
seem to describe that range of uncertainty and the latitude that we need as a 
Committee (FOMC 2005a, 88). 
 
We readily acknowledge that selected quotes about past events are a weak reed 

for making claims about the reaction of central bankers in times of financial upheaval. 

Furthermore, we also acknowledge that Alan Greenspan’s (2010) lengthy reprise of the 

crisis refers only to risk and has virtually nothing to say about uncertainty, testimony to 

how the conventional wisdom is shaping the memory of key actors. The evidence from 

the view of Board members is strong enough, however, to shift the burden of proof to 

those who argue that we live only in a world of risk. 

 

III. Conclusion 

While economists and many IPE specialists assume that finance lies squarely in 

the world of risk, the historical record suggests otherwise. Financial markets are 

frequently rocked by unpredictable and highly destabilizing events. Fully half of the 

dollar’s decline against the Yen between the mid-1980s and 2003 occurred over a ten day 

period (Blyth 2010, 12). Ten trading days account for 63 per cent of stock market returns 

accrued over the past half century (Mandelbrot and Taleb 2010, 50). On October 19, 

1987 the New York Stock Exchange fell by 20 percent; in a 75 minute period the Dow 

Jones index plunged by 300 points, “three times as much in a little over an hour as it had 
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in any other full trading day in history” (Bookstaber 2007, 87).  

In a Gaussian distribution – the familiar normal curve – the sigma is defined as a 

single standard deviation away from the average. One can compute probabilities of 

exceeding multiples of sigma. Mandelbrot and Taleb do just that, and they show that the 

chances of exceeding 22 sigmas are one in a googol – a googol being 1 with 100 zeroes 

after it (2010, 50-51). In other words, 22-sigma events are almost unimaginably rare. Yet 

we have witnessed three of them in advanced industrial countries over the past twenty 

years – the 1987 stock market crash in the US, the 1992 crisis in Europe’s Exchange Rate 

Mechanism, and the 2007-08 meltdown of subprime. In August 2007 David Viniar, 

Goldman Sachs’ Chief Financial Officer, declared to the Financial Times that his risk 

management team was “seeing things that were 25-standard deviation moves, several 

days in a row” (quoted in Chinn and Frieden 2011, 91). Viniar’s statement implied that 

“Goldman Sachs had therefore suffered a once-in-every-fourteen-universes loss on 

several consecutive days” (Skidelsky 2009, 6; Danielsson 2008).    

The financial crisis of 2008 invites us to re-examine the role of uncertainty and 

risk in our analysis of political economy. We can and should do better than Admiral 

Nelson who is reported to have inverted his glass deliberately during the Battle of 

Copenhagen, put it on his blind eye, and then shouted, “mate, I cannot read the signal.” 

Preferring to be a one-eyed king among the blind, we argue, is second-best to acquiring 

the depth of vision and the range of imagination that comes with viewing the world 

through eclectic lenses (Sil and Katzenstein 2010). Yet judging by current standards of 

political economy scholarship, there is scant evidence that good reason is prevailing.22  

                                                
22 As noted in the introduction to the paper, Benjamin Cohen, a doyen of the field, observes that 
mainstream IPE scholars by and large failed to even anticipate the crisis – a “myopia” which he blames on 
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 In this paper we showed that the lens of uncertainty helps us understand 

important elements of modern financial markets: securitization, the reliance on risk 

management models, and decision making processes within the Federal Reserve. 

Accepting that agents make decisions in the presence of uncertainty as well as risk forces 

us to put the social back into the science with which we seek to analyze financial and 

other markets.   

Oscillating between imaginaries and calculations, economic life combines 

imagination with reason. Rationalist accounts of the world of risk are thus both 

challenged and complemented by sociologically-inclined scholarship. Stability and 

instability in the economy are, in this view, inherently social phenomena that are not 

shaped by or subordinate to market dynamics but deeply intertwined with them. 

Following this insight economic sociologists account for wide variations in economic 

behavior through the analysis of social institutions and conventions of which the market 

is a fundamentally important one (Dobbin 2004). This is as true of legal fictions 

sustaining neoliberal ideas during the last couple of decades (Riles 2011), as it was of the 

common commercial law for merchants that developed in Europe over several centuries 

prior to the emergence of domestic commercial regulations in nascent states (Swedberg 

2004). In light of these lines of reasoning, Lawrence Summers’ (1991, 146) scathing 

assessment of macroeconomics is also apposite for rationalists who deny the existence of 

the world of uncertainty: scholars are unlikely to learn much as long as they wear “the 

armor of a stochastic pseudo-world before doing battle with evidence from the real one.”   

                                                                                                                                            
the “distinct loss of ambition, reflecting the gradual ‘hardening’ of methodologies” (2009, 442). The 
counterpoint to Cohen is the more optimistic view of Helleiner (2010).  
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The end of the Cold War and the collapse of the Soviet Union did to the analysis 

of security studies what the sinking of the Titanic did to the field of naval engineering. As 

a result, existing approaches were not replaced but refurbished and complemented by 

new ones which pointed to different questions and lines of arguments thus helping 

reinvigorate a field of scholarship mired in arcane debates as the world changed 

dramatically.  In underlining the importance of uncertainty and reintroducing social styles 

of analysis into the field of international political economy, the financial crisis of 2008, 

we hope, might have a similarly salutary effect.  
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Figure 1: Real Home Price Index in the U.S. ($1,000s), 1960-2009 
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Figures 2-5: The Accuracy of FOMC Members’ Forecasts, 1992-1999 
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